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FOR EVERY LAWYER AND ACCOUNTANT: 





“Tax Fraud: What the Practitioner 
Needs To Know To Protect His Client” 











PRACTITIONER’S GUIDE NO. 3 FOR LAWYERS G ACCOUNTANTS 


A new climate surrounds prosecution of fraud cases since the Supreme 
Court’s famous net-worth cases. 


Most practitioners rarely handle a tax fraud case—or ever expect to. 
But every tax man should have a speaking acquaintance with tax fraud 
for two reasons: 


1. The IRS may charge (or suspect) fraud when you least expect 
it; and 


2. Protecting your client demands that you do the right thing 
from the very first. Early action is critical. You have to know; 
there’s no time to look it up. 


This Practitioner’s Guide No. 3 is intended for the average lawyer and 
accountant—not the fraud specialist. It gives you the ground rules: 
what to do, what not to do. This is a concise, easy-to-read monograph 
written by the country’s best-known specialists in tax fraud. It is 
prepared expressly to help practitioners who have had limited ex- 
perience with fraud and negligence to gain orientation in this difficult 
subject. Note, however, that this is not an elementary handbook. It is 
a sophisticated, thoroughly documented summary for professionals. 
Included are short summaries of the significant cases on fraud and 





negligence during the past two years. 6 x 9 in., 96 pp., $2. 


WHAT PRACTITIONER’S GUIDES ARE 


Each of the Practitioner’s Guides is a 
concise handbook containing all the sig- 
nificant material on a particular subject 
been 


which has published in The 


JOURNAL OF TAXATION in recent months. 
Each Guide includes interpretative ar- 
ticles, summaries of current court deci- 
sions and Revenue Rulings affecting that 
subject, plus comment by THE JOURNAL’s 
editors. The purpose is to bring together 
handbook all a 


practitioner needs to orient himself on 


in a handy, low-cost 
the current picture of that subject. It is 
intended to eliminate hours of searching, 
looking up, gathering together from 
diverse sources, the material needed to 
get the current picture. 

The 


Eleanor 


Practitioner's Guide 
McCormick, LL.B., 
CPA, technical editor of THE JOURNAL 


Editor of 
series is 


oF TaxaTIon. In addition each guide 
will be specially edited by the depart- 
ment editor of THE JOURNAL concerned 
with that subject. 





“Tax Fraud...’ covers 
these important 
questions 


* How to deal with agents—regular and 
special 


* When are records protected in hands of 
lawyers? accountant? 


* Is mere large understatement proof of | 
fraud 


* How far must Govt. go in disproving 
taxpayer's net worth explanation 


* What is liability of corporate officer for 








false corp. return 


* Is fraud ruled out if full facts are dis- 
closed. 


* When to cooperate with agent 


* Are taxpayers records public under the 
“required records” doctrine 


* Who is protected by Fifth Amendment: | 
taxpayer? witnesses? Must the Agent 
warn you “this is a criminal case’? 


* What communications are privileged? 


* What records can the agent subpoena 


tant avoid compulsion to 





* How can acc 


testify against client 
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PRACTITIONER’S GUIDE No. 1 


‘“‘How to organize the close 


corporation to minimize taxes 
under the 1954 Code” 


Here is a handbook which pr ts, in ¢ 
easy-to-work-with form, the important material on 
tax aspects of the close corporation which has ap- 
peared in The Journal of Taxation up to the summer 
of 1956. It includes discussions on: 


lidated 
G, 





* How to set up the close corporation. 
* How to get money out at minimum tax cost. 


* How to rearrange the corporate structure to save 
taxes. 


* How to advance money and get it back at least 
tax cost. 


* The guaranteed-loan method of getting ordinary 
deductions. 


* How to handle stock bail-outs under the 1954 
Code. 


* Advantages of the corporate form for tax purposes. 
And many others. 


72 pages, 6 x 9 inches, paper cover. $2 per copy 


PRACTITIONER’S GUIDE No. 2: 


“Everyday tax planning to 
increase the family’s 





spendable income” 


This handbook deals with the widespread prob 
of arranging the family’s affairs to minimize ta 
This is “lifetime” planning, not “estate planni 
though the latter is touched on. Of particular us: 
practitioners with wealthy clients, it is also us: 
in minimizing taxes for those of modest m 
Many good ideas. Subjects covered include: | 
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Short-term trusts Charitable contribution: 


Joint tenancy Private foundations 
Divorce arrangements Use of E Bonds 
Variable annuities Life insurance 


Gifts to minors Drafting techniques 





Inter-family debts . and others 


144 pages, 6 x 9 inches, paper cover, $2.95 per ¢ 
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Extreme care needed today to avoid 


dividend treatment of stock redemptions 


by ANDREW B. YOUNG 


Litigation is the likely end of many efforts to escape the “essentially equivalent to a 


dividend” test of Section 302(b)(1). Some new law may be made by the brave, but 


for those less adventurous the 


redemptions pretty dangerous. 


somewhat ill-founded position of the Service makes 


This article considers the function of the Section, 


its interpretation by the IRS, attribution of ownership rules, common stock re- 


demptions, purchase and sale, and business purpose. 


= SecTION 302(b) (1)! _ finally 
emerged from the chaos in which 


the Internal Revenue Code of 1954 in 
general and Subchapter C in particular 
were born, the one thing that struck the 
casual reader was the similarity between 
the language of this Section and that of 
Section 115(g)(1) of the 1939 Code. At 
least the use of the standard of “essen- 
tially equivalent to a dividend” as the 
basis for taxing stock redemptions and 
“distributions” rather 


cancellations as 


than as sales and exchanges, even 


though stated in reverse, would lead one 
to believe that any transaction of a 
character that gave rise to taxation at 
capital gain rates under the 1939 Code 
would continue to do so under the 1954 


Code.? 


Function of Section 302(b)(1) 


the 
writer, and the point of view finds sub- 


This is the confirmed view of 
stantial support in the report of the Sen- 
ate Finance Committee? with respect to 
Section 302(b) of the Internal Revenue 
Code of 1954 which states in part: “Un- 
der this subsection your committee in- 
tends to incorporate into the bill exist- 
ing law as to whether or not a reduction 
(sic) is essentially equivalent to a divi- 
dend under 115(g) (1) of the 
1939 Code addition prove 


three definite standards in order to pro- 


section 


and in to 


vide certainty in specific instances.” 
The report goes on to say: “The test 
intended to be incorporated in the in- 
terpretation of paragraph (1) is in gen- 
eral that currently employed under Sec- 
tion 115(g)(1) of the 1939 Code. Your 
committee further intends that 
plying the test for the future that the 
inquiry will be devoted solely to the 


in ap- 


question of whether or not the trans- 
action by its nature may properly be 
characterized as a sale of stock .. .” 
This expression of Congressional in- 
tent should convince most people, but, 
unfortunately, it has not convinced the 
Internal Revenue Service and some of 
those who quote the ancient canon of 
statutory construction—“expressio unius 
exclusio alterius’—which loosely trans- 
lated means that the inclusion of a set 
inference that 
unenumerated standards are excluded. 


of standards creates an 


For example: Several conditions of stock 
redemption are expressly excluded from 
ordinary income treatment, (1) substan- 
tially disproportionate redemptions (302 
(b)(2)); (2) complete terminations of in- 
terest (302(b)(3)); and (3) bona fide con- 
tractions of business (346); and 
might add (4) splitting off of unwanted 
businesses (332). It so happens that these 
are four of the principal circumstances 
in which it was held under Section 115 
(g)(1) of the 1939 Code that the redemp- 


one 


tion was not a dividend. This raises the 
question: what is left to be saved from 
dividend treatment by Section 302(b)(1)? 
Certainly something must been 
thought to be left, as Section 302(b)(5) 
of the 1954 Code provides: “In deter- 


have 


mining whether a redemption meets the 
requirements of paragraph (1) the fact 
that such redemption fails to meet the 
requirements of paragraph (2)(3) or (4) 
shall not be taken into account.” 

On the old-fashioned theory that 
words mean what they say, one would 
reasonably expect that the situations 





have 
ance 


| ershi 


that were not dividends under Section | 


115(g)(1) of the 1939 Code would enjoy 
similar status under the 1954 Code, even 
though they might fall short of the ob- 
jective standards that were added by the 
1954 Code. One of the principal cir- 
cumstances in which one would expect 
this to occur is where 302(b)(2) (sub- 
stantially disproportionate) and (3) 
(complete termination) are inapplicable 
by reason of the arbitrary (and frequent- 
ly capricious) application of the attribu- 
tion rules of Section 318. Unfortunately 
for the chances of an amicable disposi- 
tion of this issue, the Regulations‘ in 
discussing redemptions not substantially 
equivalent to a dividend under 302(b)(i) 
provide that “one of the facts to be con- 
sidered in making this determination is 
the constructive stock ownership of such 
shareholder under Section 318(a).”” With- 


out weighing the arguments pro and | 


con, suffice it to say that this position 
has been loudly contested, and only the 
courts can give the answer. That the 
Commissioner intends to apply this 
Regulation is clear from published rul- 
ings, although in cases where the stock 
is widely held or where the interests in 
question are minority interests, there is 
some indication that a lenient attitude 
may be encountered.5 In many cases 
where the Service could rule on the in- 
terrelation between Sections 301(b)(1) 


and 318, favorable rulings seem to have | 


preferred to go off on generalities that 


1 Sec. 302 (a) General Rule—If a corporation re- 
deems its stock .. and if paragraph (1), (2), 
(3), or (4) of subsection (b) applies such re- 
demption shall be treated as a distribution in 
part or full payment in exchange for the stock. 

(b) Redemptions treated as Exchanges. 

(1) Redemptions not equivalent to dividends— 
Subsection (a) shall apply if the redemption is 
not essentially equivalent to a dividend. 

2 An excellent discussion of the problem will be 
found in “Some Subchapter C Trouble Spots Af- 
ter Two Years,” Stinson, 34 Taxes 890, 897-9 
(Dec. 1956). 

3S. Rept. 1622, 83d Congress, 2d Sess, p. 233, 234 
(1954). 

‘ Regulation 1.302-2(b). See also Rev. Rul. 55- 
547 1955-2 CB. 

*See Rev. Rul. 56-183 in which family trusts 
owning about 11% of the stock of a corporation 
sold to the corporation 2% of the outstanding 
stock in order to be able to diversify their in- 
vestments. More than 89% of the stock was at 
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Rul. 55- 
nily trusts 
corporation 
yutstanding 
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ck was at 


and | 


have given the practitioner little guid- 
| ance as to where the constructive own- 
| ership rules will be applied by the Ser- 
vice. 

remembered that for 
years the Regulations® provided that 
where a taxpayer’s interest was termin- 
ated by a redemption, Section 115(g)(1) 
did not apply; the redemption was not 
essentially equivalent to a dividend. No 
funny business, mind you, about attri- 
bution of ownership, although an at- 
tempt prior to 1954 to write an attribu- 
tion philosophy into the Regulations 
proved abortive.? Certainly if the above 
language of the Congressional Record 
which I quoted at the beginning is to 
be given any probative value, Section 
302(b)(1) must exempt from dividend 
treatment certain situations in which the 
narrow application of Section 318 would 
prevent the purely objective rules of 
Section 302(b)(2), (3) from achieving the 
same nondividend results. This expec- 
tation was given an abrupt jolt by rul- 
ings such as Rev. Rul. 56-103.8 A re- 
demption of a substantial part of a dece- 
dent’s stock (under a binding and en- 
forcible agreement) can be an ordinary 
dividend by reason of the estate and 
trust attribution rules even though the 
transaction could have been effected at 
the moment prior to the decedent’s de- 
mise at capital gains rates. A gesture of 


It should be 


a questionably charitable character in 
the ruling directs attention to the lim- 
ited protection of Section 303,9 but one 
can only infer that stockholders desiring 
the protection of Section 302(b)(1) in 
such case must be prepared to seek it in 
the judicial’® rather than the adminis- 
trative of the Government. If 
relief is to be found in Section 302(b)(1) 
from the arbitrary impact of Section 
318, the published rulings give one lit- 
tle satisfaction and court decisions have 
not vet had to face the specific problem. 

The problem has not been clarified to 
any noticeable extent by the apparent 
unwillingness of the Service to rule un- 


branch 


all times 


held by unrelated stockholders. The 


Service held this redemption not essentially 
equivalent to a dividend. 
See also Rev. Rul. 56-485. There the service 


held that a pro-rata redemption by a corpora- 
tion of 20% of its preferred stock was not essen- 
tially equivalent to a dividend. No single share- 
holder or family group had more than 25% of 
the voting power. Shareholders who held both 
preferred and common did not hold preferred 
and common in the same proportion as the com- 
mon. 

*Reg. 111, 
See. 115-9). 
‘In 1951 a proposed Regulation would have in- 
troduced the family relationship factor. The ten- 
tative Regulation was withdrawn in 1954. 

*This approach is not unlike that in certain un- 
published ruling letters involving Section 306 
stock. Decedent owned 27% of the stock of a 
corporation, 48% was owned by his son, the sole 
beneficiary of his estate. The corporation was 


Sec. 39.115(g)-1(a)(2) (formerly 


Corporations an corporate organizations * 


der Section 302(b)(1) upon cases where 
the securities redeemed are common 
stock.!1!1 Generally speaking, the Service 
has created the impression that 302(b)(1) 
is to be applied only in preferred stock 
redemptions, and as a matter of fact, the 
only example of a 302(b)(1) capital gain 
application given in Regulations con- 
cerns a taxpayer who held nothing but 
preferred stock.12 Decided cases under 
Section 115(g)(1) of the 1939 Code, how- 
ever, present many situations where 
common stock redemptions were taxed 
at capital gains rates, and these cases 
should continue to be significant under 
Section 302(b)(1). 


Disproportionate redemptions 


Let us move on to the possibility of 
enlarging the area narrowly (but fre- 
quently if planned properly—adequately) 
covered by Section 802(b)(2)—i.e., dis- 
proportionate redemptions. Rulings, no 
doubt influenced by a rather impelling 
weight of court decision, clearly indicate 
that many cases of disproportionate re- 
demption not strictly within Section 302 
(b)(2) will nonetheless be accorded capi- 
tal gains treatment. For example: Rev. 
Rul. 55-46218 considered the case of two 
individuals who owned common stock 
equally but who owned preferred stock 
disproportionately. The 
owning disproportionately 


stockholder 
more _pre- 
ferred stock surrendered enough pre- 
ferred stock for redemption to bring his 
holdings into line with his co-stockhold- 
er’s. As no voting stock was redeemed, 
Section 302(b)(2) could not apply — yet 
capital gain treatment was accorded un- 
der Section 302(b)(1). 

The dividends which the 
Court of Claims held in Ferris!4 were 
not essentially equivalent to a dividend 
would fall far short of the rule of 302 
(b)(2) since the first distribution did not 
divest control, and neither the first nor 
the second would meet the “20 percen- 
tage points” test. Rev. Rul. 56-18315 
would lead one to expect sympathetic 


series of 


required by contract to buy 13% of the estate 
stock. It bought all. The IRS held that this can- 
not be treated as a complete redemption; under 
the Code the estate is considered the owner of 
the stock owned by the beneficiary, the son, and 
that stock was not redeemed. Nor was the re- 
demption “not essentially equivalent to a divi- 
dend.” The relative interest of the principal 
shareholders was not changed. 

* Redemption of stock to pay estate taxes. 

10 Rev. Rul. 56-183 (supra footnote 5) is an ex- 
ception to the policy. See Jackson Howell, 26 TC 
No. 105. There taxpayer had transferred to a 
trust part of his half interest in two Chevrolet 
dealership corporations and his one-third inter- 
est in a third corporation. Upon insistence of the 
Chevrolet Motor Division that the trust be elim- 
inated as a shareholder, the corporation adopted 
this plan: the corporation would redeem part of 
the trust shares, taxpayer would buy the rest 
from the trust, and the corporation would re- 
deem enough of other holders’ to restore tax- 


67 
treatment under Section 302(b)(1) in the 
case of a minority holder of unlisted 
stock. Fair enough—but these cases never 
worried most taxpayers! Rev. Rul. 56- 
48516 also indicated a willingness to ap- 
ply Section 302(b)(1) to disproportionate 
distribution not meeting the strict test 
of Section 302(b)(2) and that much 
seems reasonably well established, but a 
word of caution is in order—a single 
transaction may well result in ordinary 
income for one group of taxpayer-stock- 
holders and in capital gains for another. 


Continuing on among the recent 
cases we come across a group of decis- 
ions — probably correct — which hold 


out definite suggestions for the wary tax 
practitioner who has an opportunity to 
advise clients before they enter into 
transactions. Observation number one 
(which does no more than enlarge an 
already prominent “red flag’’) is that 
this is one field where, strange as it may 
seem in this day and age, form often 
than substance. A second 
observation is that a stockholder should 


not only refrain from buying out a fel- 


means more 


low stockholder, but he should not nego- 
tiate with the seller. Only the corpora- 
tion should appear as prospective buyer. 
Quite a few unsuccessful taxpayers,!* 
later confronted and overwhelmed by 
Section 115(g)(1) of the 1939 Code had 
either contracted to buy out a fellow 
stockholder and later for lack of funds 
had the corporation carry out the com- 
mitment—or what was just as disastrous 
—borrowed from the corporation to buy 
out (as an individual) the other stock- 
holder, and later paid off the loan by 
surrendering (at fair value) some of the 
the 
other stockholder. The purchasing stock- 


corporate stock purchased from 
holder's batting average in these cases 
is just about zero—yet neither the retir- 
ing the continuing 
stockholder would have had much trou- 
ble if the retiring stockholder had con- 


tracted only with the corporation and 


stockholder nor 


sold out to it. There is no reason to be- 


payer’s interests. As to the redemption of the 
trust shares, the court held the transaction repre- 
sented a first step in an integrated plan to elim- 
inate the trust completely, and therefore consti- 
tuted a purchase of stock rather than the pay- 
ment of a dividend. However, the distributions 
to the individuals were held to constitute divi- 
dends under Section 115(g) of the 1939 Code. 

11 See Rev. Rul. 55-515 in which the IRS held 
that a proposed redemption of part of the com- 
mon stock would be a distribution essentially 
equivalent to a dividend where no contraction of 
the business would occur. 

12 Regulation 1.302-2(a). See also Rev. Rul, 56- 
485 (supra); Rev. Rul. 55-540 IRB 1956-44, p. 7. 
18 1955-2 CB 221. 

14135 Fed. Supp. 286 (Ct. Cl. 1955). 

1S Supra footnote 5. 

16 Supra footnote 5. 

17 Woodworth v. Commr., 218 F. 2d 719 (6th Cir. 
55); Thomas J. French, 26 TC #32 (1956); Jack- 
son Howell (supra) f. n. 8. 
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‘Mr. Young is a partner in the Philadel- 


phia law firm of Stradley, Ronon, 


Stevens & Young. 
lieve that the 1954 Code has changed 
this line of authority. 

By and large, the business contraction 
cases in the future are likely to be cov- 
ered primarily by Sections 332 and 346; 
but there are many other cases where 
115(g) was not found to be applicable 
where there were redemptions of stock, 
and there was not a true business con- 
traction, as that phrase was applied. 
Chis group of decisions can’t be placed 
in very exact categories. I think of them 
as the “business purpose” type of case. 

Splitoffs under Sections 332 and 346 
of the 1954 Code are certainly not the 
only methods of reducing capital. The 
decided cases and rulings continue to 
that business 


protest purpose is not 


determinative of the issue, and at the 
same time suggesting that lack of busi- 
ness purpose is likely to have lethal ef- 
fect upon a taxpayer. The “net effect 
test” is still in vogue, but there are still 
straws in the wind that refuse to settle 
in the same spot. For example, in one 
case, a redemption to give a minority 
stockholder a larger (i.e., 14) interest re- 
sulted in ordinary income to the stock- 
holder who was reducing his percentage 
holding.18 On the other hand, the same 
asserted business 


purpose provided 


protection in other cases.19 There is 


some reason to believe that the courts 


are more likely to favor the taxpayer in 
this type of case. These authorities can- 
not be adequately reconciled but do in- 
dicate an area of dispute which remains 
to be resolved. 

Another line of business purpose cases 


(not involving “corporate contraction’) 


18 Rev. Rul. 56-182 concerned a corporation which 
retired a portion of its shares in order to per- 
mit a key employee to acquire a one-third inter- 
est. The majority stockholder continued to be a 
majority stockholder after the transaction. The 
IRS held the redemption essentially equivalent 
to a dividend. The net effect was to distribute 
earnings without appreciable change in the posi- 
tion of the parties. 

18 Marjorie K. Hatch, CCH — TC Memo 1954-8. 
Edward C. Smith v. U. S., 130 F. Supp. 586 (Ct. 


Cl. 1955). 

“0 Jones v. Griffin, 216 F. 2d 885 (10th Cir. 
1954) 

*1 Ada Murphy McFarlane, CCH — TC Memo 
1954-40. Woodlaw v. Earle, 1955 P.H. 72993. 


(Dist. Ct. Or. 1955). Jackson Howell (supra). 
Marjorie K. Hatch (supra). See also Henry 
Goldwynne Est., 26 TC #151 (1956). But see Ir- 
win Lukens, 26 TC #113 (1956). 

*2 Keefe v. Cote, 213 F2d 651 (1st Cir. 1954). 
Jones v. Griffin (supra). 

*8 213 F2d 914 (6th Cir. 1954) rev’g 106 F. Supp. 
57 Acq. Rev. Rul. 54-458. 1954—2 CB. Rev. Rul. 
55-745. 1955—2 CB. Zenz disposed of all her 
stock by selling part to a stranger prior to re- 
demption of all the rest. The redemption, being 
a complete termination, was held not equivalent 
to a dividend. 

* Thomas J. French (supra). Rockwell Spring 
& Axle Co. v. Granger, 140 F. Supp. 390 (1956). 
*% Rev. Rul. 56-265. 
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indicates that accommodation of a 
bank’s requirements? or other business 
destroy “essential 
equivalence” and, theoretically at least 
make it proper to apply Section 302(b) 
(1). There is also some evidence that 


exigencies?! may 


“business purpose” cases can be effec- 
tively tried before juries.?? 

Another interesting line of cases which 
has indicated how limited is the Zenz v. 
Quinlivan?8 doctrine must be consid- 
ered. In one case the tax appears to have 
resulted because of the lapse of time 
between the purchase by another stock- 
holder and the redemption by the corpo- 
ration.24 In another case, tax resulted 
because, unlike Zenz, the stranger (for 
compelling business reasons) bought all 
the preferred as well as all the common 
stock and the corporation redeemed the 
preferred from him.?5 The great weight 
given form creates a danger in relying 
on the “not essentially equivalent” rule 
of Section 302(b)(1) as a “safety valve,” 
if other sections are found inapplicable. 
The wary practitioner will be well ad- 


vised to adhere strictly to the proce- 


dures used in the Zenz case whenever 


the assets of the corporation being sold 
are used as part of the purchase price, 
Improvisation is dangerous! 

In summary, the decided cases and 
rulings indicate that Section 302(b)(1) 
has a definite function (1) where there 
is a disproportionate distribution not 
coming within the strict rules of Section 
302(b)(2); (2) where there is a complete 
“kinfolk” 
staying on [let the record register a hesi- 


termination of interest with 
tant dissent by the Service]; (3) where 
the corporation’s stock is widely held or 
the interests retired are those of minor- 
ity stockholders; and (4) where there is 
a good corporate business purpose 
served by the transaction [the boundar- 
ies of this area are not very clearly de- 
fined]. This is no place for the faint of 
heart! Particularly in the second and 
fourth cases, litigation is likely. New law 
is clearly to be made by the lion-hearted 
(or the uninitiate). So far as Section 302 
(b)(1) is concerned, there’s life in the 
old girl yet, if one only has the time 
and money to find her! ; 


Sanders case again emphasizes care needed 


in agreements funded by insurance 


by MATT TAYLOR and LOUIS MATER 


The recent Sanders and Prunier cases raise the threat 


of constructive dividends 


from corporate payment of life insurance premiums. The Prunier case was re- 


viewed in these pages last month. Here Mr. 


Taylor and Mr. Maier discuss the 


Sanders case in some detail, and draw interesting conclusions from both cases. 


N” THE COMMISSIONER is again up- 
held in taxing insurance premiums 
in stock-purchase plans to stockholders. 
This is the Sanders case (147 F. Supp. 
942 (1957)). Coming on the heels of 
Prunier (28 TC No. 4, see 7 JTAX 2) 
a few weeks ago, the word is caution 
on insured purchase plans. However, 
neither of these cases may be control- 
ling, as Robert Lawthers pointed out 
last month in these columns on Prunier, 
and as we will show below with respect 
to Sanders. 

As long ago as 1950 the redoubtable 
Albert Mannheimer said! 

“It has been argued that there is a 
risk that the premiums paid on insur- 
ance taken out by the corporation to 
fund a stock retirement agreement may 
be taxed as dividends to the stockhold- 
ers because the agreement and insurance 


are exclusively for the personal benefit 
and advantage of the _ stockholders. 
Stated otherwise, the argument is that 
the agreement and insurance do not 
serve a corporate business purpose. 

“One of several answers to this argu- 
ment is that in return for the premiums 
the corporation receives full value. It 
is the corporation—not the stockholders 
—that owns the insurance. 

“Until the 


foretell whether anybody but the cor- 


insured dies no one can 


poration will benefit from the insur- 


ance—much less which stockholder, if 
any, will benefit from any given policy. 
Perhaps before any stockholder dies the 
corporation will be dissolved; sons may 
come into the business; the stock retire- 
1 Albert Mannhiemer: Insurance to Fund Stock 
Retirement and Buy-and-Sell Agreements. Pro- 


ceedings of New York University Ninth Annual 
Institute on Federal Taxation, November, 1950. 


————__ —___—— 
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ment agreement may be canceled and 
insurance converted into keyman insur- 
ance, or the corporation may become 
insolvent and the insurance end up in 
the hands of its creditors.” 

He cited these authorities in support: 
Docherty, 47 BTA 462 (1942), Snite, 
177 F. 2d 819 (CA-7) (1949), and Fischer, 
17, 131 P-H TC Memo., 6 TCM 520 
(1947). 

He distinguished two cases: Emeloid, 
14 TC 1295 (1950), and Paramount- 
Richards, 153 F. 2d 602 (CA-5) (1946). 

He concluded: “As to the premiums 
being taxed as constructive dividends, 
relax completely.” 

On appeal the Emeloid decision was 
reversed (189 F. 2d 230) and affirmative- 
Mr. 
in unequivocal terms found a 


ly supports Mannhiemer. Judge 


Staley 


corporate business purpose in the pur- 


chase of insurance to fund a stock re- 
tirement agreement: 
“We need not, however, rest this 


decision on the state of the record in 


the absence of the trust agreements, as 
it is not in the least inconsistent with 
the purpose originally underlying the 
The 
that original 


purpose, and, at the same time, add a 


purchase of insurance. trust was 


designed to implement 
further business objective, viz., to pro- 
vide for continuity of harmonious man- 
agement. Harmony is the essential cata- 
lyst for achieving good management; 
and good management is the sine qua 
non of long-term business success. Peti- 
tioner, deeming its management sound 
and harmonious, conceived of the trust 
to insure its continuation. 

“Petitioner apparently anticipated 
that, should one of its key stockholder- 
officers die, those beneficially interested 
in his estate might enter into active 
participation in corporate affairs and 
fric- 
tion. Or his estate, not being bound by 


possibly introduce an element of 
contract to sell the stock to petitioner, 
The 
fragile bark of a small business can be 


might sell it to adverse interests. 


wrecked on just such  unchartered 
shoals.” 
For several years  sto¢ k retirement 


agreements funded with insurance have 
been daily diet. What now of the Prun- 
ier and Sanders cases? The highly un- 
usual facts of the Prunier (28 TC No. 4 
(1957)) case were analysed in this jour- 
nal last month (Lawthers, 7 JTAX 2). 
We certainly agree with Mr. Lawthers’ 
conclusion. 

the insur- 
ance policies were owned by the Pruniers 


In view of the fact that 
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and on their face were payable to 
one another, subject only to the rather 
vague and certainly unusual entries in 
the minute book of the corporation, it 
is not too difficult to accept the holding 
of this case. Due to this factual situa- 
tion the case may not be appealed, with 
the result that there may be no judicial 
criticism of some of the language of the 
majority opinion, which, we think, goes 
too far. 

The 
has 


“ 


what 
above, it appears that 
if Joseph or Henry had died during 
the taxable year, the corporation would 
not 
the 


court said: “In view of 


been said 


have been enriched by receiving 
proceeds of insurance policies on 
the life of the deceased and using them 
to purchase stock he had owned in the 
corporation. The corporation’s indebted- 
ness to creditors would have remained 
undiminished while the corpora- 
tion would have eliminated at least the 
greater part of the decedent’s ownership 
interest in it, represented by his stock, 
the proportional interest of the surviv- 
ing stockholder, or stockholders, thereby 
would have been greatly increased. Jn 
this situation, and since the record does 


and 


not otherwise indicate any benefit which 
might flow to the corporation from the 
purchase of a deceased insured’s stock 
interest, we conclude that during the 
taxable year the corporation was neither 
the beneficial owner nor the beneficiary 
of the insurance policies on the lives 
of Henry or of Joseph and Henry in- 
volved here.” (Emphasis added.) 


The dissent in Prunier 

For language more in line with Eme 
loid see Judge Opper’s dissent: 

“It is true, of course, that the stock- 
holders, or at least one of them, would 
benefit when the corporation collected 
the insurance proceeds. But to say that 
the purchase agreement made the stock- 
holders the beneficiaries under the pol- 
icy seems to me to ignore unjustifiably 
the corporate existence. It is difficult to 
think of any case where the stockhold- 
ers do not indirectly benefit when the 
corporation receives funds.” 

We would add too that the payment 
for the stock by the corporation will 
not give the surviving stockholder any 
increase in his basis for his stock inter- 
est. 


The facts in the Sanders case 

In Sanders (149 F. Supp. 942 (1957)) 
also, the Commissioner was upheld in 
taxing insurance premiums to the stock- 


[Mr. Taylor and Mr. Maier are staff at 
torneys in the J. Lowell Craig General 
Agency, Northwestern Mutual Life In- 
surance Company, Milwaukee, Wisc.] 


holds. On March 23, 1949 the stockhold- 
ers of Clover Club Foods Co., (N. V. 
Sanders and his wife, Robert Sanders, 
and one Cranney) entered into a stock 
purchasing agreement with the corpora- 
tion. The agreement provided for insur- 
ance on each life with premiums to be 
paid by the corporation which would be 
designated the The insureds, 
however, could designate the benefici- 


owner, 


aries. The findings of Fact state that 
“Further, the death of the in- 
sured stockholder, the beneficiary would 


upon 


receive the insurance proceeds on the 
condition that the 
sell the stock of the 
corporation.” 


beneficiary would 
decedent to the 

The agreement provided that upon 
the death of a stockholder the price to 
be paid for his stock would be the 
greater of the following: (1) the value 
of the stock (as set out in the agreement) 
plus a percentage of the cash surrender 
value, as of the day prior to his death, 
of all insurance policies (including those 
on his life) equal to the percentage of 
the stock were then 
owned by him; or (2) the amount of 


shares of which 
the proceeds payable under the terms 
of the policies on the decedent’s life. 

It was agreed that all premiums on 
the insurance policies should be paid 
out of current corporate earnings or 
surplus which, but for the payment of 
such premiums, would be available for 
distribution as dividends. It was further 
agreed that so long as the agreement 
continued, the insurance policies and all 
values therein should constitute a special 
reserve for the purpose of enabling the 
corporation to acquire stock of any de- 
ceased stockholder. If no current earn- 
ings or surplus were available for the 
payment of premiums, the agreement 
would terminate and the corporation 
become beneficiary of the insurance. 

If the corporation for any reason 
could not perform the agreement to pur- 
chase stock, the surviving stockholders 
had an option to purchase. 

The court held the premiums were 
taxable as dividends to the stockholders. 
We believe that the holding in this case 
is erroneous. The corporation was the 
the insurance. The 
gave the 
corporation all benefits available from 


admitted owner of 


stock retirement agreement 


the insurance. The court gives too little 
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weight to the corporate entity and 
c orporate purpose: 

“Hence the pivotal point for decision 
in this case is whether the stockholders, 
the corporation, or both, derive bene- 
fits from the corporation paying the 
premiums on the insurance issued on 
the lives of the stockholders in accord- 
ance with the terms of the agreement. 
For all practical purposes it might be 
stated the four stockholders were the 
corporation; they maintained complete 
dominion and control over the insur- 
ance policies and the issued stock ex- 
cept to allow the stockholder to name 
the beneficiary. .. . 
created out of 


“A definite fund is 


which the beneficiary will be paid 
promptly for the stock. I am aware that 
stock held in a closely held small cor- 
poration does not generally find a ready 
market. Under the agreement the bene- 
ficiary is guaranteed the fair market 
price of the stock with ready cash to 
pay any necessary expenses.” 

By virtue of the agreement, the actual 
beneficiary of the proceeds was the 
corporation. In effect, all the beneficiary 
designation in the policy did was to 
name who was to get the sales price 
which was to be paid by the corporation 
for a decedent’s stock. Unquestionably, 
the corporation could compel the trans- 
fer of the stock to it. To deny that the 
corporation was the actual beneficiary 
is to do violence to the realities of the 
situation. This coupled with the corpo- 
ration’s ownership of all the incidents 
of the insurance contract should pre- 
vent the premiums from being taxed as 
dividends to the The 


beneficiary got the same sales price that 


shareholders. 


he or she could have received even if 
the corporation had been the named 
beneficiary, or if insurance were not 
used to fund the agreement. 

Some of the steps taken in this case 
would not be recommended; however 
none is really important or should have 
influenced the outcome. The language 
in the agreement with reference to the 
funds used to pay premiums and with 
reference to the creation of a special 
reserve is unfortunate; however, pre- 
miums normally are paid from current 
earnings or surplus and the mere refer- 
ence to a special reserve did not create 
such a reserve at least so far as creditors 
were The fact that the 
insurance on a _ deceased 
constituted a 


concerned. 
amount of 
stockholder’s _ life floor 


* For example see Curran, 49 F.2d 129 (1931) 
(CA-8). 
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under the price for stock is likewise a 
somewhat questionable procedure. Fur- 
thermore, it would have been better to 
have named the corporation as benefi- 
ciary. Nevertheless, the taxpayer as well 
as the Commissioner has the privilege 
of requiring the court to look through 
form to substance.2 

The 
doubtedly will be the subject of de- 
tailed analysis and not inconsiderable 
comment in the months ahead. Our pur- 
pose here is to alert practitioners to the 


Prunier and Sanders cases un- 


problems raised by the cases. We can 
hope for a different result on appeal. 
The Commissioner apparently is de- 
termined to test all cases that give any 
evidence of vulnerability. Especially in 
situations where more than two stock- 
stock retirement 


holders are involved, 


agreements possess definite advantages 
when compared with buy-and-sell or 
cross purchase arrangements. We should 
not forego the use of stock retirement 
arrangements where they provide our 
best and most logical solution to prob- 
lems presented. Certainly we should not 
be panicked by two quite unusual Cases. 
In drafting our plans the advantages to 
the corporation as well as to the stock- 
apparent. We 
line laid down in 


holders must be made 
should hew to the 
the Emeloid case. If we do, make cer- 
tain that all incidents of insurance own- 
ership are vested in the corporation, 
that the corporation is named as bene- 
ficiary, and if we negotiate the price on 
an arms’ length basis, the validity of 
our agreements should not, and we ven- 
ture to say, will not be challenged. 


Gooding test “What was 


stockholder-debtor’s intent?” is unfair 


a. have been noting with 
some dismay that the Tax Court is 
continuing to follow the intent test laid 
down in the Gooding case, 23 TC 408, 
aff'd CA-6, 8/1/56, cert. den. 3/11/57. 
Prior thereto, the Tax Court had, in 
involving the validity of debt 
owed to stockholders, generally applied 
the thin-incorporation test—was the debt 


cases 


too great when considered with the 
amount of equity capital. But in Good- 
ing the Tax Court took a new approach; 
it looked at the intention of the parties 
and found the debtors never intended 
to enforce their rights as creditors to the 
detriment of the 
December in this department Robert 


Manley reviewed Gooding and the sub- 


corporation. Last 


sequent cases from the point of view of 
the practitioner now organizing a cor- 
poration, and suggested that the way to 
avoid trouble under the Gooding rule 
might be loans by outsiders, guaranteed 
by the stockholders. 

Like all rules that turn on intent, the 
Gooding rule will be difficult to apply; 
presumably it will involve a case-by-case 
reading of the minds of the stockholder- 
debtors and the development over a pe- 
riod of years of some objective criteria. 
As we reported in May, the ABA Tax 
Section has proposed legislation setting 
up definite rules. It suggested that debt 
be deemed valid if it was incurred for 
consideration; is not subordinated; pay- 
ment is not dependent upon earnings; 


it has a fixed maturity date and the debt 
does not exceed ten times the book value 
of the stock. 

That the Gooding rule is unfair, un- 
workable and badly in need of legisla- 
tion was the comment of Roger K. Pow- 
ell, the Columbus attorney who repre- 
sented Gooding. He wrote us to point 
out that our note last month of the 
denial of certiorari repeated an error of 
the Tax Court in saying that the Good- 
ing notes were subordinated: 

“There was no subordination of the 
indebtedness at any time to any corpo- 
rate indebtedness to others, either by 
the terms of the instruments or by any 
other agreement ever entered into by 
the stockholders. This point was argued 
to the Court of Appeals and Judge Mc- 
Allister evidently took it seriously in his 
dissent. 

“This points up the viciousness of the 
Gooding decision, which permits the 
Tax Court to disregard the obvious facts 
of a situation, and by simply saying, “I 
don’t believe there is any real intention 
indebtedness,” to 
every sort of objective deed by which 


to create an defeat 
such intent could be shown. 

“The only thing which the Tax Court 
could rely on was the fact that not all 
of the notes were paid when they came 
due. A large part of this was due to the 
fact that the Commissioner of Internal 
Revenue was at that time stating that 
any payment of such notes would be tax- 
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the noteholders. 
Should a stockholder in such a case be 


able dividends to 
required to put his neck in the noose? 
\ccording to the Tax Court decision he 
should. 

“I was delighted to see that the Tax 
Section of the American Bar is propos- 
ing to prevent a recurrence of the Good- 
ing Amusement Company case by legis- 
lation. This is small comfort to Gooding, 





Guarantor who financed family corpo- 
ration denied a business bad debt. Since 
1883 taxpayer had been interested in 
many enterprises in a variety of busi- 
and 
the 
court holds, he failed to prove that for 


nesses and frequently promoted 


financed corporations. However, 
the taxable year in question, 1951, and 
the immediate preceding years, his ac- 
tivities were so extensive as to amount to 
the conduct of a business of promoting, 
and 
making loans to businesses. Accordingly 
his payment of $100,000 to a bank as 


organizing, managing, financing 


guarantor of a note of an _ insolvent 
family corporation, and $18,000 which 
he had advanced to the corporation were 
allowed only as nonbusiness debts (short- 
The also 
the the 
Supreme Court’s Putnam decision, the 


term capital losses). court 


points out that in 


light of 


guaranty loss had to be treated as a 
loss from a bad debt, not a loss from a 
transaction entered into for profit. 


Ferguson, 28 TC No. 47. 


Corporate advances were loans even 
though credited to surplus. Taxpayer 
half of 
stock of a corporation. Both stockholders 


and another each owned the 
advanced equal sums to the corporation 
and they were credited to capital sur- 
plus. No notes were given to evidence 
the advances; no interest was paid; no 
certain time for repayment was fixed. 
Taxpayer's testimony that the advances 
were intended to be loans rather than 
contributions to capital was corroborated 
the stubs of 


by entries on his check 


books. The court concludes that the ad- 
vances were loans and that repayments 
by the corporation were not dividends 
but a repayment of debt. Adrey, TCM 
1957-90. 


Preferred issued to obtain loan; bonus 
on retirement nondeductible. A lumber 
company wanted to borrow $300,000 to 


_ New corporate decisions this month 


Corporations and corporate organizations + 71 


of course. And not the least ironic part 
of the Gooding case is that the ratio in 
that situation was | to 1, not 4 to 1, 10 
to ] nor any excessive amount. 

“The total assets transferred had a 
value of $281,000 for tangibles, and a 
value of at least $232,000 for intangibles. 
This is the basis for the 1 to 1 ratio, 
which was recognized by the Tax Court 


Nn, 


in its opinion.” 





purchase a timber tract. It was required 
to give the money man preferred stock. 
Lumber formed 
which issued all of the common stock 
to the lumber company and the pre- 


compa ny taxpayer 


ferred was issued to the individual who 
paid $300,000 cash for it. 
after taxpayer acquired the tract, it 
cancelled and retired the individual's 
stock paying him $387,000. The court 
denies taxpayer a “loan expense” de- 
duction for the $87,000 paid out hold- 
ing that it was a nondeductible dividend 


Some _ time 


and premiums on the retirement of bona 
fide preferred shares. Kingsmill Corp., 
28 TC No. 33. 


Can’t deduct “interest on debentures 
issued for preferred [Certiorari denied}. 
For the purpose of transforming their 
interest into debt, preferred stockhold- 
ers of taxpayer exchanged their 2% 
preferred 
The district court found new certificates 
indebtedness—there 
fixed maturity and they were junior to 
The Sixth 
affirmed. Beaver Pipe Tools, Inc., cert. 
den. 5/13/57. 


for “preferred debentures.” 


were not was no 


general creditors. Circuit 


Corporate withdrawals were bona fide 
loans. Withdrawals of $152,000 from a 
real estate corporation by taxpayer and 
the 
by negotiable interest-bearing notes. On 


other stockholders were evidenced 
the facts the court finds they were bona 
fide loans, not taxable dividends. Ben- 
jamin Estate, 27 TC No. 16. 


Premiums paid by corporation for stock- 
holders’ life insurance were dividends. 
Taxpayers, the sole stockholders and 
directors of a corporation, entered into 
a stock-purchase agreement with the 
corporation under which the corpora- 
tion took out insurance on taxpayers’ 
lives, payable to beneficiaries named by 


the taxpayers on condition that the 


beneficiaries sell decedent's stock to the 
corporation at a value, as computed 
under the agreement, but not less than 
the amount of the insurance proceeds. 
The corporation owned the policies and 
was to pay the premiums only if there 
were current earnings or surplus. If 
the premiums could not be paid the 
corporation would become the benefici- 
The 
the policies was to be available for the 
the 
stock of any stockholder who died. The 


ary. cash surrender value of all 


corporation’s use in purchasing 
court holds that the premiums were 
a dividend and each stockholder’s divi- 
dend income was computed on the basis 
of the percentage of stock owned. [See 
comment page 68. Ed.] Sanders, DC 


Utah, 5/1/57. 


Corporate distribution a dividend and 
not repayment of loan. Taxpayer ad- 
vanced $200,000 to his corporation in 
1943 in return for two notes maturing 
the following year. The corporation also 
carried a personal account in its books 
under taxpayer’s name. In 1944, when 
the debit balance in this personal ac- 
of $200,000, the 
corporation credited the account for 
$180,000 and at the same time debited 
capital. In 1947 it paid taxpayer $200,- 
000 and received the two notes for can- 
cellation. The Tax Court held that the 
$180,000 credit in 1944 (a closed year) 
was not intended as a dividend but con- 
stituted a repayment of the notes; the 
of $200,000 in 
1947 therefore not a payment on 
the taxable 
dividend to the extent of available earn- 
ings. This court 
CA-9, 5/22/57. 


count was in excess 


corporate distribution 
was 
but a 


note indebtedness 


affirms. Wentworth, 


Planned stock redemption doesn’t fore- 
stall 531 (old 102) tax; burden here still 
on taxpayer. The Commissioner assessed 
tax under Section 102 (new Section 
531) for 1946 and taxpayer defended 
on several grounds (1) general 
nomic conditions, (2) a plan had been 
adopted (it was carried out in 1947) 
whereby the company borrowed heavily 
and used most of its available funds to 
buy 80% of its stock—held by 
stockholders who had been trying to 
sell their interests and (3) need for plant 
expansion. The court finds that by 


eco- 


two 


1946, since taxpayer was “out of the 
woods financially” by the end of 1945, 
it could have paid dividends. The court 
discusses the buyout plan at great 
length and while conceding that protec- 
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tion of the corporation from sale to 
outsiders and reduction to the state of 
“captive foundry” is a corporation pur- 
the same result could 


pose, notes that 


have been achieved by declaration of 
a dividend of 1946 earnings and redemp- 
tion for a lower price. The need for 
plant expansion is dismissed as incon- 
sistent with the stock buyout. Turning 
to the question of burden of proof, 
under the 1954 Code (applicable here 
because the case was tried on the merits 
after 8/11/ 


rules apply) the court states that Con- 


55, as of which date the new 


gress intended a revision in the burden 
of proof with respect to one factor only: 
the reasonable needs of the business. 
The burden of proof with respect to 
that factor was shifted by the new Code 
Section from taxpayer to the Commis- 
But, the 


question of whether or not the earn- 


sioner. court concludes, the 
ings or profit were permitted to accumu- 
late beyond the reasonable needs of the 
business is not essential to the decision 
of this case because taxpayer failed to 
sustain his burden of proving the 
absence of the interdicted purpose: the 
avoidance of payment of surtax by the 
The said that the 


substantial and obviously 


shareholders. court 


very antici- 


pated tax savings to the controlling 
shareholder in the redemption makes 
it impossible to accept the view that 
Saving surtax did not to some degree 
permeate the plan. The existence of 
obvious alternates for achieving the re- 
tirement of some charges contradicts the 
that 


contention business need was the 


sole reason for the failure to distribute 
earnings. [See comment page 96.] Pelton 
Steel Casting Co., 28 TC No. 20. 


Parent’s distribution of subsidiary stock 
not a spin-off; failed to meet five-year 
control test. A holding company owned 
80% of the stock of 


operating subsidiaries. In order to avoid 


more than two 
status the 
parent distributed the stock of one of 
its subsidiaries stock- 


holders and effected a merger with the 


personal holding company 
pro-rata to its 


other one. The distribution of the first 
subsidiary’s stock is held not to qualify 
as a tax-free spinoff because the parent 
fails to business test. 


meet the active 


The active business of the second sub- 
sidiary was acquired within the five-year 
period in a taxable transaction. Rev. 


Rul. 57-144. 


Incorporation of partnership tax-free; 
1l-to-1 ratio of debt to capital too 
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“thin”. In a series of transactions, the 
individual partners of a limited part- 
nership transferred their. interests to a 
newly-formed corporation. Thereafter, 
each had the same interest in the cor- 
poration as he had had in the partner- 
ship. In form they received corporate 
notes totalling some $530,000 and sub- 
scribed for all the $50,000 stock. The 
Tax Court held the exchange was tax- 
free under 112(b)(5) of the 
1939 Code; the corporation retained 
the partnership’s basis for the assets. 
However, the “indebtedness” is held to 
be really a proprietary interest in the 
nature of stock, as the ratio of debt to 
capital was 11 to 1 and the notes were 
held in the same proportion as_ the 


Section 


stock. “Interest” payments on the notes, 
being in substance dividend payments, 
are therefore nondeductible. This court 
This accord with 
the Tenth Circuit decision interpreting 


affirms. result is in 


the case of another 
2d 673). 


this transaction in 
partnership. (Houck, 215 F. 
Perrault, CA-10, 4/19/57. 


Unitization even if involuntary not an 
exchange. In unitization proceedings in 
1950 taxpayer exchanged his interest 
in three oil wells for a smaller interest 
in the unitized field and received cash 
from production in reimbursement for 
his pre-unitization development costs. 
The 


oil-producing properties under central- 


court holds the consolidation of 
ized production management, whether 
voluntary or involuntary, is not an 
exchange of like properties but a pro- 
duction or marketing arrangement, and 
the oil payments received are ordinary 
income subject to percentage depletion 
not boot in a nontaxable exchange. 
Whitwell, 28 TC No. 39. 


Successor in merger allowed to carry 
back loss to predecessor; merger mere 
change of state. [Certiorari denied]. A 
Massachusetts corporation wished to 
change its corporate domicile to Dela- 
ware in order to avoid certain Massa- 
formed a 
which it 
merged itself in a statutory merger. The 


chusetts franchise taxes. It 


Delaware subsidiary into 
Delaware corporation was identical to 
the Massachusetts corporation which it 
replaced. The Commissioner denied a 
net operatitng loss carryback from the 
first taxable year of Delaware to the last 
taxable year of Massachusetts on the 
ground that the two corporations were 
not the same taxpayer. The First Circuit 
held that in effect they were the same 


taxpayer and that the result of allow- 
ing the carryback would be exactly the 
same as though the merger had not 
[1954 Section 381(b) 
achieves the result.—Ed.| New- 


occurred. Code 
same 


market Mfg. Co., cert. den., 6/3/57. 


RELATED TAXPAYERS 


Lease of facilities to subsidiary consti- 
tutes a “transfer” of property. The 1954 
Code (Sec. 1551) disallows a separate 
surtax exemption and separate accumu- 
lated earnings credit to the new sub- 
sidiary if under certain conditions a 
corporation “‘transfers’” property to a 
newly created corporation. A lease ar- 
rangement whereby a parent corpora- 
tion leased to a newly formed wholly 
owned subsidiary, owning no physical 
assets of its own, facilities needed to act 
as sales agent for the parent is held to 
constitute such a “transfer” of property. 
The new subsidiary therefore must pay 
52%, tax on all its earnings and is not 
permitted to accumulate $60,000 free of 
Section 534 tax on unreasonable ac- 
cumulation of surplus. Rev. Rul. 57-202. 


No deduction for loss on sale of stock 
to controlled corporations via in-laws, 
‘Taxpayer incurred a loss on sale of stock 
at market value to her in-laws. They in 
turn later sold the stock to taxpayer's 
wholly owned corporations for the same 
price. Taxpayer is denied the loss on 
the sales which are treated as having 
been made indirectly to her controlled 
corporations and therefore barred under 
Section 24(b) forbidding deduction of 
losses between related persons. Boehm, 


28 TC No. 43. 


No carryover of net operating losses of 
merged corporation. Corporations in the 
same business, and owned by the same 
stockholders, were merged into taxpayer, 
the only corporation remaining. Three 
of the 17 merged corporations had sus- 
tained net operating losses in prior 
years and those units continued to op- 
erate at a loss. The court holds that the 
merged company is not entitled to the 
carryover. There must be a continuity of 
business enterprise; the income offset 
must be derived from substantially the 
same business that produced the loss. If 
the carryover were allowed the taxpayer 
would be able to use these losses other- 
wise useless because it was filing separate 


returns. It cannot be granted that bene- 
fit merely because of the merger. Libson 
Shops, Sp. Ct., 5/27/57. 
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Capital transferred to conduit corpo- 
held capital {Certiorari 
denied|. The Tax Court found that the 
stockholders (largely of the same family) 


ration risk 


of a New York corporation wished to 
in- 
come tax. The corporation sold abroad 


reorganize in order to avoid U. S. 


goods made abroad. The stockholders 
created a Panama corporation to oper- 
and also created tax- 
payer to all the the 
New York corporation (value $1,318,- 
000), in exchange for its stock and $1,- 


ate the business 


receive assets of 


000,000 of its 4% notes. The assets were 
turned over by taxpayer to the Panama 
corporation for stock of Panama. The 
deductibility of the interest on the notes 
of the taxpayer was here at issue. The 
held that there 


Tax Court 


was no 
substance to support the alleged in- 
debtedness of the taxpayer. The in- 


debtedness represented risk capital and 
was not borrowings. On appeal to the 
Second Circuit, the taxpayer relied on 
Kraft (232 F2d 118) in which the Second 
Circuit upheld a debt created by a 
subsidiary by declaring a dividend in 
debentures. The motive was concededly 
to create an interest deduction, the in- 
come being offset by expenses of the 
parent. The court points out that the 
reality of the debt in Kraft was unques- 
found the 


tioned. Here the Tax Court 


hybrid securities resembled stock. This 
finding is supported by the evidence. In- 
terest is payable only if the directors 
there had_ been 
gg Co., cert. den., 4/29/57. 


determine 
Gre 


earnings. 


Corporation denied deduction for ac- 


crued interest payable to over 50% 
stockholder. The Commissioner  dis- 
allowed taxpayer corporation an in- 


terest expense deduction for accrued but 
unpaid interest payable to one Froed- 
tert on the grounds that he reported 
his income on the cash basis, owned 
more than 50% of the stock, and was 
therefore a “related” person. Taxpayer 
took the position that Froedtert was 
only a creditor of the corporation; that 
the stock 


interest as its creditor; that he 


his only interest in was a 
security 
had previously quit-claimed all of his 
stock to taxpayer which, pursuant to 


agreement, transferred it to a trust as 
security for taxpayer's indebtedness to 
him. Although the stock was recorded 
in the name of a trustee, Froedtert had 
the the stock 


because the corporate indebtedness to 


right to vote and also, 


him was in default, he was in a posi- 
tion to cause a private sale of the stock 
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by the trustee at a nominal value with 
himself as purchaser. The court con- 
cluded that the practical ownership of 
the Froedtert and 
that the trustee was not in any realistic 


stock remained in 


sense the owner of the stuck during the 
year in Froedtert owned 
more than 50% of taxpayer’s stock di- 


issue. Since 


rectly or indirectly he and the corpora- 
tion were “persons between whom losses 


would be disallowed under Section 24 
(B)” and the interest deduction was 
denied. Wisconsin Memorial Park Co.; 


28 TC No. 42. 


Can't consolidate purchased losses of 
“shell” subsidiary. At issue here: about 
$200,000 tax deduction effected by the 
taxpayer, Steel 
Corp., by filing consolidated returns and 


American Pipe and 
using the “built-in” ioss of a real estate 
company it purchased. 
in the steel fabricatitng business. In 
1943 it paid $4,300 for all the stock of 


a real estate corporation. After the ac- 


Taxpayer was 


quisition, the subsidiary sold for about 
$18,000 its undeveloped real property 
at losses of about $400,000, which were 
the 
The Commissioner determined that the 


reflected in consolidated returns. 
principal purpose motivating American 
Pipe’s acquisition of the real estate cor- 
poration was the evasion or avoidance 
of taxes through obtaining thereby tax 
benefits not otherwise available and pur- 
129 of the 1939 Code 


denied the right to file consolidated re- 


suant to Section 


turns. As taxpayer failed to sustain its 


burden of proof, the Commissioner's 
determination was sustained. This court 
affirms. American Pipe & Steel Corp. 


CA-9, 4/17/57. 


OTHER DECISIONS 


Corporation “mortgaging out” with 
FHA funds collapsible. 
a principal stockholder in a corporation 


Taxpayer was 


organized to construct an apartment 
project with an FHA-insured loan. It 
all of 


stock upon completion of the project 


retired its outstanding class B 
with the excess of the FHA loan over 
the cost of construction. A year later, 
taxpayer, a principal stockholder, sold 
all of his remaining class A stock to an 
had 
earnings and profits. The court holds the 


outside party. It no accumulated 
corporation was a collapsible one within 
the the 1950 Act (ap- 
plicable to 1949 and later years) and 
gains realized by taxpayer from both 
the redemption of the class B stock in 


definition of 


1950, and the sale of class A stock in 
1951 were ordinary income. The tax- 
payer argued that the language of the 
committee reports shows that Congress 
intended the collapsible rules to apply 
to temporary corporations, and this par- 
ticular corporation is still in existence 
operatitng the apartments. The court 
finds the statutory language clearly 
applies. Similarly, the argument that the 
committee reports refer to distributions 
of property not of cash is invalid be- 
cause the statute makes no such distinc- 
tion. Also the 
mortgage in excess is a gain “attribut- 
able” to the property, as the Regula- 


the distribution out of 


tions here provide. Finally, the court 
concludes that taxpayer did not show 
his intent was other than to redeem the 
stock prior to realization of 
Burge, 28 TC No. 26. 


income. 


IRS must give notice to parent of con- 
solidated group before determining de- 
ficiency on separate basis. A common 
parent corporation filed a consolidated 
return but failed to include the income 
or form of consent of one of its sub- 
sidiaries. The Commissioner determined 
a deficiency against the parent on the 
The 
invalid 


basis of a 
the 


return. court 
the 


reason that no notice as required by 


separate 
holds deficiency for 
the consolidated regulations was ever 
the 
afhliated group an opportunity of curing 
the defects in 


issued which would have afforded 
the consolidated return. 
Five judges dissent. The majority by so 
enforcing the Regulations makes proper 
a consolidated return for less than the 
entire group—a thing forbidden by the 
Code. New York Import and Export 


Exchange Corp., 28 TC No. 28. 


Salaries of stockholder’s sons (19 and 
21) unreasonable. ‘Taxpayer's two corpo- 
rations engaged in the construction busi- 
ness were wholly owned by their chief 
executive and his wife. Compensation 
to him as executive officer is upheld 
claimed 
pensation to his two sons aged 19 and 


as reasonable. However com- 
21 are allowed only in part in view of 


their youth, prior inexperience, and 
time spent in the armed forces during 
the period involved. Lump sum pay: 
ments to the executive officer as reim- 
bursement for out-of-pocket expenses 
which were deducted by the corpora- 
tions as ordinary and necessary busi- 
ness expenses are also disallowed in part 
for lack of substantiation. Home Sales 


Company, TCM 1957-78. 
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How to make sure employee gets best tax 


treatment of benefits from qualified plan 


_ Papeewrenny THE usual objective of 
pension and profit-sharing plans — 
to benefit the employee — tax men work- 
ing in this area must be continuously 
up-to-date on the tax effects on the em- 
ployee when he finally receives his em- 
ployer’s bounty. Ross K. Conaway re- 
cently gave us a good short summary 
of the following rules. They deserve 
wide understanding. 

Mr. Conaway, who is a CPA and a 
partner in Ernst & Ernst, Pittsburgh, 
wrote a paper for the West Virginia Tax 
Institute, from which he sends us this 
brief excerpt: 

The fundamental rule is that an em- 
ployer’s payment of either a contribu- 
tion to a qualified trust or a payment 
of a premium under a non-trusteed plan 
is not taxable income to the employee in 
the year of payment, even though the 
employer's contribution immediately 
produces a nonforfeitable benefit. The 
employee need not pay any tax until 
he receives a distribution or his share 
is made available to him. This means 
that pensions payable to him after re- 
tirement will not be taxed until he re- 
ceives them that his share of a 
profit-sharing or stock-bonus trust will 
not be taxed until distributed or ‘made 


and 


available” to him. 

The par- 
ticularly important. Some plans often 
provide that after a certain number of 
years of participation, amounts may be 
withdrawn. Unless there is some penalty 


term “made available” is 


for withdrawals, such as discontinuance 
of participation in the trust or a for- 
feiture of a part of the participant's in- 
terest, the entire amount that may be 
withdrawn, whether actually withdrawn 
or not, is “made available” to the par- 
ticipant.! 

The income tax treatment of amounts 
distributed by a qualified trust or under 
a qualified annuity plan to participants 


or their heirs depends upon several fac- 
tors. Among these are: whether the em- 
ployee made contributions under the 
plan, what is distributed, and what is 
the occasion for the distribution. 

If the employee made contributions 
to the plan, they represent the income 
tax basis or cost of what he receives. If 
he retires and is paid an annuity for 
life, he will not have to pay any tax on 
the annuity payments he receives in the 
first three years if they are equal to or 
are greater than his aggregate contribu- 
tions. After his cost has been recovered, 
all amounts which he receives represent 
taxable income.? If the amount which he 
receives during the first three years will 
not equal his total contributions, he 
will be taxed on what he receives as an 
annuity which was purchased by his 
contributions. This means that he will 
exclude from the amount received each 
year a percentage obtained by dividing 
his “investment in the contract” at the 
“annuity starting date” by the “ex- 
pected return” under the contract.3 
contributed to the 
plan and is paid an annuity upon re- 
tirement, the amounts received are tax- 
able income when received.4 This is a 
point which is particularly attractive to 
an employee. During his working years 
while he is earning a salary or wages, 
he pays no tax on what the employer 
sets aside for his retirement, and after 
he retires and has no earnings or re- 
duced earnings, only then does he pay 
tax on his retirement pay. 

What is distributed to the participant 
also has a bearing on how the distribu- 
tion is taxed to the participant. For 
instance, if the plan provides that life- 
insurance benefits are payable to the 
beneficiary of the participant or to the 
trust, but also requires that the trustce 
pay over all such proceeds to the bene- 
ficiary, then any amounts paid by the 


If he has not 


employer or by the trustee from earn- 
ings. of the trust for life-insurance pro- 
tection are taxable income to the em- 
ployee-participant in the year in which 
the life-insurance protection is pur- 
chased. But amounts which the trustee 
distributes under the contract or which 
represent proceeds of life-insurance pro- 
tection are not taxable to the bene- 
ficiaries.5 

If a qualified trust invests in securi- 
ties of the employer or of an affiliated 
company and such securities are dis- 
tributed, the participant or beneficiary 
receiving them values them at their fair 
market value, but not in excess of cost 
to the trustee, in computing the amount 
received as a distribution from the trust. 
Appreciation in value of these securities 
is not taken into account and included 
in taxable income when the securities 
are distributed.® 

If an annuity contract is distributed 
to an employee by a qualified trust, even 
though the contract has a cash-surrender 
value, such surrender value is not in- 
come to the employee until the contract 
is surrendered. However, if the contract 
is a retirement-income, endowment or 
insurance policy, and it is distributed 
after October 26, 1956, the cash value is 
includible in income at the time of dis- 
tribution except to the extent that, 
within 60 days after the distribution of 
such contract, all or any portion of the 
value is irrevocably converted into a 
contract under which no part of the 
proceeds payable at death would be ex- 
cluded as _ life 
death.7 


insurance payable at 
What is the occasion for distribution? 


The distribution 
affects the tax treatment of the amount 


occasion of also 


distributed. If the employee’s entire in- 
terest in a qualified plan is paid in one 
taxable year on account of the em- 
ployee’s separation from service or an 
account of death, even though death 
occurs after separation from the service 
and after annuity payments have been 
started, the amount distributed, to the 
extent it exceeds the amount which was 
excluded from gross income, is taxable 
as long-term capital gain.§ 


1 Rev. Rul. 55-432, 1955-1 CB 41. 
* Sec. 72(d) (1). 

3 Secs. 402(a)-403(a). 

* Sec. 402 and 403. 
1.402(a)-3 and 4; Reg. 1.403(d). Sec. 
101 (a). 

® Reg. 1.402(b). 

7 Reg. 1.402(a) (1 (2). 

® Reg. 1.402(a) (6). 

® Sec. 101(b). 

19 Reg. 1.402(a) (1) (4) (i) (d). 

11 Sec. 2039(c). 
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If the employer pays ~o other death 
benefits, the employee’s heirs may take 
advantage of the $5,000 death-benefit 
exclusion and exclude from income 
$5,000 paid from a qualified trust or a 
qualified annuity plan on account of the 
death of the employee.® As a matter of 
fact, the $5,000 exclusion can be treated 
aS an amount contributed by the em- 
ployee in determining the exempt por- 
tion of an annuity. 

Employee-participants in qualified 
annuity plans have another advantage. 
\mounts payable after the death of the 


employee occurring after December 31, 
1953, to a named beneficiary other than 
the estate of the deceased employee are 
exempt from Federal estate tax to the 
extent that they are not attributable to 
contributions by the deceased 
ployee.1! This can be particularly ad- 
vantageous in the case of profit-sharing 
or stock-bonus trusts or annuity plans 
where the employee has a large estate. 
It is important to remember, however, 
that the payment must be made to a 
beneficiary of the deceased employee 
other than his estate. rs 


em- 


Why you have trouble selling employer’s 


own shares to trusteed pension fund 


[' YOU’RE THINKING Of having your pen- 
sion or profit-sharing fund buy stock 
of your own corporation, or even if you 
regard this as ace-in-the-hole, you'll be 
interested in how trust men look at this 
possibility. 

\t a recent meeting of the ABA, this 
question was raised from the floor. The 
answer was given by the panel, which 
was chairmanned by Wallis B. Dunckel, 
vice president of Bankers Trust Com- 
Other members were Arthur L. 
Coburn, William F. Lackman, David J. 
Luick, and Robert B. Swaim: 

Che question in its entirety was: 


pany. 


What possible liabilities or dangers 
may be encountered by a trustee in pur- 
chasing securities issued by a closely-held 
employer corporation in (1) a pension 
trust, or (2) a profit-sharing plan, assum- 
ing the following conditions: (a) That 
such investments are made only with 
prior Treasury Department approval; 
and (b) that such investments are made 
at the direction of an advisory commit- 
tee and there is exculpatory language in 
the trust agreement? 

The panel answered: 

Obviously Treasury Department ap- 
proval would be obtained before this 
was done. That means it is a nonpro- 
hibited transaction. The Treasury does 
not approve it as an investment. That’s 
not its function. 
the 
question, where such investments are 


Now as to second part of the 
made at the direction of an advisory 
there is 


language in the trust department, start 


committee and exculpatory 
at one extreme and sort of move across 
the spectrum. 


First, take a fully-directed account. 


There are some where, in essence, the 
trust institution is custodian, not trus- 
tee. But its reputation is at stake just as 
much as though it were the trustee. 

If the plan and the trust are drawn 
clearly so that such a security as this is to 
be purchased as one of the main pur- 
poses of the trust, with no discretion in 
the trust other 
words, it’s clearly spelled out that that 
is the purpose—it could buy this un- 
listed closely-held security. 


institution’s hands—in 


On the other hand, suppose a com- 
mittee of the employer directs the in- 
vestment. In that case, has that commit- 
tee authority to buy this unlisted closely- 
held employer security, or does it exer- 
cise discretion to buy this unlisted close- 
ly-held security? 

If the latter, the trustee’s position is 
that it wants no part of it. If there be a 
breach by the trustee 
would soon find that it joined in the 
breach. that the 
question of self-dealing is most trouble- 
some. 


that committee, 


It would seem here 


An investment man constantly asks 
himself: “Is this the best thing that I can 
do for my trust? I have got so many dol- 
lars to invest.” That is still a good ques- 
tion to ask yourself in the beginning, be- 
cause that’s the question you'll have to 
answer if you're on the stand. 

If the discretion be entirely the trus- 
tee’s it will be pretty prompt in sayins 
no to the committee if it doesn’t think 
this is a good security to buy or if it is a 
security that it is not buying in general. 
That will be a pretty good test. 

Investment could be entirely adequate 
and proper under all the circumstances, 
but when you get an element of self- 
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dealing in, the court will look no further 
than the question of self-dealing. 

The test of whether you are buying in 
other accounts may not be sufficient. Per- 
haps there should be an exception in the 
employer’s case, even though you are 
buying that particular stock for other 
people. However, the question here con- 
cerns unlisted securities issued by a 
closely-held employer. 

As an example, here is a situation 
which recently came up. The trust in- 
stitution didn’t hold an employer's stock 
in his own pension trust and considera- 
ble pressure was put on the institution 
as to why it shouldn’t buy it. 

The instrument was amended to per- 
mit 10% of the trust to be put in. The 
Treasury Department was cleared to the 
extent of putting in 5% of the trust. It 
is not a bad stock; it’s a listed stock. It 
is limitedly held, but not closely, and is 
a big-board stock. 

The trust institution recently received 
from an officer of that company a re- 
quest that it increase the holding of 500 
shares, (approximately 14 of 1% of the 
trust), by buying 5,000 shares at the pres- 
ent market. The company has one large 
stockholder unfriendly to the manage- 
ment. Individually, he’s probably the 
largest stockholder, with something like 
15%, of the stock. Some managements 
would put him on the board of direc- 
tors. This management has chosen not 
to. In other words, they consider they 
are being raided. 

The trust institution is sympathetic to 
the company’s point of view. It has been 
presented with this request, and it has 
responded that it believes it would be 
an abuse of discretion to purchase that 
stock, no matter how proper it might 
be under other circumstances, merely 
because of this “raid” situation. 

The trust investment officer recently 
has set up his defense against the step 
that he believes they are confronted with 
now, which is telling the management 
they want to sell the 500 shares of their 
stock that they now hold. 

He is going to present to them a list 
of the stocks held and to present the 
yields at book and at market, and he is 
going to find a number of stocks in that 
list where the yield on book is now over 
15% and in some cases over 20%. In the 
case of this company’s particular stock, 
the yield on book and the yield on mar- 
ket are 4.75 on book, which was cost, 
and 4.68 on market. 

People will say: “What point is there 
in talking about yield on book?” In these 
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pension trusts, there is a point because 
that’s the compounding that you're be- 
ginning to get. We sacrifice a bit of 
yield at the outset because we are look- 
ing for those dividends three years away. 

This trust investment officer thinks he 
has a defense that can be used purely on 
what to him is the essense of this whole 
The 
self-dealing in this case, but the essence 


question. trust institution is not 
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is: Are you buying the stock in general? 
That would seem to be‘a pretty good 
test. 

There are some differences between 
pension plans and profit-sharing plans, 
but the question for investment men to 
ask is: Why should you put it into that 
employer’s account? Are you doing what 
you believe is best? Is your loyalty at 
the highest standard? 





Executor can split ordinary and extra 


services for Section 107 purposes. Sec- 
tion 107 of the 1939 Code (present Sec- 
tion 1301) permits “spread-back’’ relief 
if at least 80% of the total compensa- 
tion for personal services covering a 
period of at least 36 months is received 
in one year. Chase, an executor of an 
estate, had to bring litigation for 
possession of certain property. For this 
extraordinary service he received $20,- 
000 over and above the regular statu- 
tory commissions. The $20,000 payment 
was less than 80% of the total compensa- 
tion received from the estate. The Tax 
Court held Section 107 relief was not 
applicable to Chase since all of his 
estate compensation was for services as 
executor and he failed to meet the 80% 
test in the taxable year. The court re- 
verses; it emphasizes that the taxpayer’s 
fee was for extraordinary services, due 
to the fact that he was a lawyer. The 
litigation should be regarded as a project 
separate from the estate administration. 
Chase, CA-9, 3/25/57. 

Pension trust assets have new basis 
after joining common trust. An em- 
ployees’ pension trust became a partici- 
pating trust in a collective investment 
fund. A transfer of its property in ex- 
change for units of the collective fund 
The 
and the gain is not 


is, the IRS rules, an “exchange.” 
trust is exempt 
subject to tax. However, the basis of the 
trust’s assets (the interest in the collec- 
tive fund) is value at the date of ex- 
change. Therefore, since the trust values 
assets at cost for purposes of determin- 
ing unfunded costs of the pension plan 
and limits, it 


must use the new basis in making the 


employer contribution 
proper cost valuations. Rev. Rul. 57-165. 
Exclusion allowed for sick pay despite 


outside job. An employee absent from 
work and receiving a disability pension 


may exclude the pension as sick pay 
under Code Section 105(d) even though 
he is engaged in a gainful occupation. 
course, be con- 


Such conduct may, of 


sidered in determining whether his 
absence was actually due to personal 
injury or sickness as claimed. Rev. Rul. 
57-178. 


Stock option income in year exercised. 
Taxpayer, an employee, received from 
his employer non-assignable option to 
buy its stock at a bargain price. In 
December 1945, when the option was 
about to expire, he notified the em- 
ployer of his election to exercise the 
option but did not pay for or receive 
the stock 1948. 
whether taxpayer received compensation 
in 1945 or 1948, the 
that when he exercised the option the 


until In determining 


court concludes 


employee obligated himself to pay for 
and accept the stock unconditionally 
within a limited period of time. The 
acts of payment and transfer of title to 
the stock, occurring in a later taxable 
year did not add to the economic bene- 
fit received. Accordingly the employee 
received compensation by means of the 
stock option in 1945. One Judge dissents 
but files no opinion. Ogsbury Estate, 28 
TC No. 15. 


Limitations on profit funds purchase of 
insurance. Rey. Rul. 54-51 permits the 
purchase of life insurance by a qualified 
profit-sharing fund if the 
premiums for each employee is less than 


employees’ 


half of the total of the contributions and 
forfeitures allocated to his account. An 
investment of that size is considered in- 
cidental and subordinate to the primary 


purpose of the profit-sharing fund. In 
amplification of that Ruling, the Service 
holds that the earnings, capital gains 
and losses of the trust are not to be 
taken into account in determining the 
amount of trust funds which may be 


used. to pay life insurance premiums, 
and that the life insurance protection 
may be continued after normal retire- 
ment date upon continuation of em- 
ployment by a participant who elects 
not to retire, if the above limitation as 
to the cost of the insurance is applied. 
Rev. Rul. 57-213. 


Employees trusts can hold employer 
debentures to 6/30/58. The IRS previ- 
(TIR-35) that the 
Regulations would apply the prohibited 


ously announced 
transaction rules to debentures of the 
employer purchased after 11/9/56 and 
held on 6/30/57. Because Congressional 
consideration of the matter continues, 
the Service now announces that the 
Regulations will apply to debentures 
purchased after 11/9/56 and held 6/30/ 
58 (not 6/30/57.) TIR No. 49. 


Deferred lump-sum retirement distribu- 
tion may qualify for long-term capital 
gain. An employee who is a member of 
a qualified pension plan and who wishes 
to continue working beyond the normal 
retirement age may make an irrevocable 
election prior to reaching that age to 
defer receiving his total distributions, 
payable in a lump sum, until actual re- 
tirement. The distribution received at 
actual retirement will be long-term capi- 
tal gain. Rev. Rul. 57-260. 

Employees’ trust qualify 
though some assets are abroad. A domes- 


may even 
tric trust forming part of a qualified em- 
ployees’ plan will not be denied exemp- 
tion from tax merely because a portion 
of the trust assets are situated in a for- 
eign country, if the trustee has the ex- 
clusive management and control of the 
entire trust fund and is required to 
withhold tax on distributions to non- 
resident aliens. Rev. Rul. 57-199. 


Sick pay from employee's self-insured 
plan not taxable (old law). Taxpayer, 
an employee of Standard Oil, while sick 
in 1949 received pay under the com- 
pany’s disability benefits plan. The dis- 
that 
ments did not qualify as tax-exempt 
1939 Code 
is reversed, on the authority of Haynes, 
Sp. Ct., 4/1/57, (6 JTAX 364), which 
held that the 1939 statute did 
quire commercial insurance. [The 1954 
Code, Sec. 105, specifically provides that 
wage continuation plans qualify for the 
sick pay exclusion. Ed.] Branham, CA-6, 
4/8/57. 


trict court’s decision these pay- 


health insurance under the 
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Handling travel, entertainment expenses 


for proprietor, partner, employee 


by JOHN T. HAYES 


Recent Tax Court cases are giving the Commissioner a line of authority he is using 


with drastic effect on taxpayers who can’t prove travel and entertainment expenses, 


and the pressure on taxpayers is being increased. IR Circular 57-85 tells agents to 


look closely at expense accounts and to require proof that no personal expenses 


are being claimed as business. Agents are warned to examine club dues, mainten- 


ance of company auto, boats, residences, trips to resort areas, distant sports events, 


etc. This article analyses the taxpayer’s problems of proof, and advises on methods 


of handling these expenses so as to avoid disallowance and treatment as dividend 


) 


or compensation. The author is a CPA with Ar * Young & Company, Chicago. 
t Th thor i CPA with Arthur Young Company, Chicago 


‘7 © Must make every effort to protect 
W the legitimate travel and entertain- 
ment expenses of our clients. The prob- 
lem can be broken down into four cate- 
gories, each with its special hazards and 
necessities: the sole proprietor, the part- 
ner, the employee-minority stockholder, 
and the controlling stockholder. 

Che sole proprietor whe wishes to de- 
duct travel and entertainment expense 
must be prepared to prove two things: 
that he spent the money, and that he 
spent it for business purposes. Partners 
and employees must prove these facts 
too and in addition must prove the ex- 
pense was theirs, not the partnership's 
or the corporation’s. Let us consider 
first the items all four must prove—the 
amount spent and the business purpose. 
My experience has been that it is becom- 
ing much more difficult to convince rev- 
enue agents on both these points. Al- 
though we have heard this so often that 
it is tiresome, I am convinced that tax- 
payers simply must keep adequate rec- 
ords of their expenses if they wish to 
deduct them for tax purposes. These 
records should be as complete as pos- 
sible, the absolute minimum being a 
diary in which is described the events at 
which the expenses were incurred. The 


penalty for failure to keep such a record 
is likely to be a virtually complete dis- 
allowance, because unsubstantiated lump 
sum expense deductions supported only 
by impassioned oratory on the part of 
the client and the tax man are becoming 
as passé as Knute Rockne’s exhortations 
to “win one for the Gipper.” Aggressive 
revenue agents are taking the stand that 
such deductions are not allowable and 
rightly so, in view of the court decisions. 
Not only must the record indicate the 
extent of the expenditures, it must also 
designate the business purpose. If pros- 
pective 
their names should be recorded. Under 


customers were entertained, 
the Cohan case and under Revenue Rul- 
ing 54-497, a diary form of record would 
generally constitute proof of at least a 
substantial part of the amount claimed. 

In the Cohan case a portion of the 
taxpayer’s Claimed expenses was allowed 
even though he did not maintain any 
formal accounting records to support 
them. However, we should not rely too 
heavily on this case because if the tax- 
payer proves only the existence of a de- 
ductible 
amount, the 


item without proving the 
Tax Court usually bears 
heavily on the taxpayer’s estimates (see 


6 JTAX 13, cases cited). 
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The Sutter case, 21:TC 170, has pre- 
sented another problem. The holding 
there was that a deduction would be al- 
lowed only for expenditures in excess 
of those which would have ordinarily 
been made for the taxpayer’s personal 
purposes. If this principle becomes firm- 
ly established, it would mean that the 
taxpayer would be faced with a partial 
lunch bill he 
claims as a business expense. In practice, 


disallowance of every 
this idea does not seem to have been 
pursued vigorously by revenue agents— 
yet. A good defense is a showing that the 
taxpayer does not ordinarily eat and 
drink in such expensive places unless he 
is entertaining customers. 

In addition to the above problems 
which are faced by all classes of taxpay- 
ers, there are additional complications 
for partners and corporate employees 
because the presence of another entity 
in the tax picture may give rise to the 
shifting of deductions among entities for 
tax purposes. To combat any such 
action, the Commissioner has frequently 
taken the position that a promotional 
expense which benefits another entity is 
not deductible by either the entity for 
whose benefit the expense was incurred 
or by the individual who paid it. This 
seems correct since the entity which re- 
ceived the benefit never incurred any 
expense and, therefore, has nothing to 
deduct whereas the individual who paid 
the expense is not entitled to the deduc- 
tion since he was not under an obliga- 
tion to pay it and received no benefit 
therefrom. The entity for whose benefit 
the expense is incurred would be entit- 
led to the deduction if it were to reim- 
burse the individual who incurred the 
expense. This principle, now well estab- 
lished, first came to prominence by way 
of dicta in Hal E. Roach, 20 BTA 919 
(1930). 
ner is concerned, many of these compli- 


However, as far as the part- 
cations have been recently removed. Un- 
der the 1954 Code (see Regs. 1.704-1), it 
can be perfectly proper for one partner 
to pay partnership promotional expenses 
out of his share of the profits, in accord- 
ance with the partnership agreement. 
Such an arrangement will not be _per- 
missible if its principal purpose is to 
avoid or evade income tax. Nevertheless, 
it is at least true that a business-moti- 
vated arrangement of this kind will 
stand up. For example, the members of 
a partnership might prefer to have cer- 
tain promotional expenses borne by the 
younger members of the partnership if 
these expenses were understood to be 
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for long range development of income 
rather than for immediate gain. Since 
partnership agreements can be amended 
right up to the time that the tax return 
is due, it is obvious that great flexibility 
can be achieved in the allocation of ex- 
penses. 

Our third case is that of the corpora- 
tion employee who has less than a con- 
trolling interest in the corporation. This 
employee has special problems. He also 
has some special advantages. One special 
problem is the confusion that arises in 
the typical case where there is no express 
contract defining the expenses (1) for 
which this employee is to be reimbursed 
and (2) which the employee is expected 
to incur and pay out of his own pocket. 
rhe difference has some importance be- 
cause of the recent Podems (24 TC 21) 
case, which was the outgrowth of a line 
of decisions starting with the Hal Roach 
case. 

Podems was a revenue agent who neg- 
lected to claim reimbursement from 
Uncle Sam for his travel expenses; in- 
stead he deducted them on his personal 
The held that 
could not deduct an expense which his 


return. court Podems 
employer was obligated to reimburse. 
Revenue agents will assert and are as- 
serting this principle against those em- 
ployees who pay out sizable sums with- 
the 
ployer that they should do so. The the- 


out definite agreements with em- 
ory is that an employee cannot deduct 
promotional expense made on behalf of 
the corporation unless he is expected to 
pay such expense out of his own pocket 
as part of his job. He must prove that 
he is expected to do these things and 
the proof should lie in his employment 
contract, memoranda from his superior, 
or testimony as to company policies. For 
example, a revenue agent who exam- 
ined an advertising agency also reviewed 
the returns of all the high salaried exe- 
When he 


had 


cutives. found that some of 


them asked for reimbursement of 
expenses, while others had not, he de- 
cided to disallow a substantial part of 
the 


ground that the employees were not ex- 


the unreimbursed expenses on 
pected to pay any expenses from their 
own pocket. The inconsistency of the 
practices between individuals made it al- 
most impossible to categorize the ex- 
penses. Another complicating factor was 
that promotional expenses incurred by 
advertising men often serve only to pro- 
mote their own personal advancement 


as they move from one advertising 
agency to another. Under such circum- 
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stances it was difficult to justify, as a re- 
quirement of their jobs, all the expenses 
claimed by the individuals. In fact, it is 
probable that unreimbursed promotion- 
al expenses will be disallowed 
often in the future, when the employees 


more 


neglect to obtain specific agreements 
covering the matter. 

In theory, where an employee is re- 
imbursed for his expenses, he is sup- 
posed to report the reimbursement as 
income on his personal return and claim 
a deduction for the expenses. As a prac- 
tical matter this is not often done, when 
the amounts are the same, and revenue 
agents seldom make a fuss about it be- 
cause they do not usually follow the pay- 
ments through from the books of the 
corporation to the returns of the recip- 
ients. However, the employees would 
certainly be better protected if the com- 
panies paid the larger expense items di- 
rectly on credit cards, air travel cards, 
and so forth. 


The owner-employee 

The owner-employee is our fourth 
and currently most interesting situation 
because this individual is being hit very 
hard by revenue agents nowadays. The 


new technique is illustrated in the 
Crabbe, Blackwell, and Cottingham 
cases, which are all 1956 Tax Court 


Memorandum opinions. In these cases, 
the Court disallowed to the corporations 
the unsubstantiated expense accounts of 
the controlling stockholders and includ- 
ed the same amounts in the stockholders’ 
income as dividends. The effect of this, 
of course, was to impose a double tax on 
the amounts involved, since dividends 
are not deductible to a corporation. In 
view of the tax impact of these “double 
disallowances” (there can easily be a 
total tax rate of 120% on the amount 
likelihood that 


agents will use this tactic increasingly in 


disallowed) and the 
the future, we should be careful to ex- 
plain to stockholder-employees among 
our clients how to avoid this blow. One 
way to do this is to recommend to each 
of these executives that they keep diar- 
ies, showing details of money spent on 
travel and entertainment, with names, 
The 
purpose of such diaries should be ex- 


places, amounts and comments. 


plained and their importance in mini- 
mizing the double tax threat stressed in 
the light of the fact that lump sum esti- 
mates are becoming almost impossible 
to defend. 

Second, we should advise these clients 
that it is preferable for them to arrange 


increases in salary accompanied by 
written agreements, stating that the ex- 
ecutives are expected to pay certain 
specific expenses out of their own pock- 
ets and that their salaries have been ad- 
justed to compensate them. This ar- 
rangement would assure the corporation 
a deduction for compensation, even if 





certain expenses were disallowed to the ( 


individual and should thereby serve to 
prevent application of the rules of the 
Hal Roach and Podems cases that an em- 
ployee cannot deduct what is properly 
an expense of the employer. A disadvan- 
tage, of course, would be that the ex- 
penses would be allowed only to em.- 
ployees who itemize their deductions. 
This criticized as 
unsafe by some on the grounds that the 


method has been 


owner-employee is unable to say that he 
would not be reimbursed if he asked for 
reimbursement, regardless of his agree- 
ment. This appears to be a misunder- 
standing of the cases mentioned. The 
disallowed expenses of individuals in the 
cases have been those which the corpora- 
tion was presumably obligated to reim- 
burse. There is no case denying to the 
individual an expense which he had ob- 
ligated himself to pay as part of his job. 
The very fact that these cases draw such 
a distinction between the proper deduc- 
tions of the incorporated entity and the 
controlling stockholder by emphasizing 
that they are separate persons, makes it 
almost impossible for a court using that 
theory to ignore a contract allocating 
expenses between the two entities. 

It is interesting to note that the re- 
cent district court case of W. Horace 
Williams Co., Inc. allowed a deduction 
to the corporation, as compensation, of 
the unsubstantiated expense allowance 
of the president who controlled over 
40%, of the stock and was actually in ef- 
that this was 
an important case although the tax ser- 
vices 


fective control. I believe 


minimized and in some _ cases 


seemed to misinterpret it. Given a 
similar set of facts, I would contend to 
the that the 


payments to the taxpayer were intended 


revenue agent excessive 
as additional compensation. Moreover, 
since there will probably be a good deal 
of litigation in the near future on this 
question of allowing a corporate deduc- 
tion as compensation, we should put 
tickler files that 
claims for refund may later be in order 


memoranda in our 
on behalf of the corporations which are 
presently suffering these “double disal- 
lowances.” 

The Revenue Service is currently fol- 
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lowing the peculiar practice of refusing 
to allow the corporation a deduction as 
compensation and also refusing to allow 
the stockholder a dividend received cred- 
it on the disallowed expenses. It would 
appear obvious that excessive expense 
allowances are either compensation or 
dividends. This attempt to eat its cake 
and have it too is probably an interim 
measure, intended by the Revenue Ser- 
vice to the until 


protect government 


more cases—and hence more criteria— 
come down. If it should become clearly 
established that these payments are divi- 
, dividend re- 


filed 
settlements. In the meantime, apparent- 


dends, claims for the 4% 


ceived credit should be on these 
ly. the Commissioner will not allow this 
credit until he is sure that the payments 
are not compensation. 


In summing up, I believe the follow- 


ing things are necessary to protect “pro- 
motional expenses:” 

1. Substantiation which, at a mini- 
mum, must consist of a detailed diary, if 
actual receipts are not available. 

2. In the case of the employee who is 
not a stockholder, more expenses should 
be paid directly by the company. 

3. For the owner-employee, reimburse- 
ment plans should be dropped and in- 
stead the employee should get a raise 
and pay expenses out of his own pocket 
under a written specific agreement. 

4. Double 
fought by using the compensation argu- 


disallowances should be 
ment of the Williams case, and 

5. Refund claims are sure to be in or- 
der either for a compensation deduction 
We 
should be putting memoranda in the 


or for a dividend received credit. 


tickler file as settlements are made. 


Salary is considered business income in 


computing operating loss carryback 


P' ANNING TO get the most tax bene- 
fit from a loss carryover requires 
very careful analysis of the changes the 
law requires to transform the simple 
minus figure on the return to the carry- 
over deducted at nice tax advantage in 
another year. One thing to be particu- 
larly careful of is salary the owner of 
such a loss business (or his wife, if they 
file jointly) might have in the year of 
loss. 

Che Third Circuit (Overly, 4/29/57), 
has just added its voice to the chorus 
declaring salary is business income in 
computing an operating loss carryover. 
Previously the Second Circuit has so 
held (Folker, 230 F.2d 906), and the Tax 
Court (Lagreide, 23 TC 508) has aban- 
doned its original contrary position 
(Luton, 18 TC 1153 and Cunningham, 
20 TC 65). Both Overly and Folker were 
appeals by the taxpayer; perhaps we 
shall see attempts in other circuits to 
get a different answer. Large amounts 
of tax can turn on this question and 
there was considerable logic to the first 
position taken by the Tax Court (and 
maintained by dissenters in Lagreide). 

It is important to determine whether 
salary is income from a trade or business 
because of the method provided in the 
statute for computing loss carryovers. 
The problem is particularly important 
when the taxpayer has deductions in 
the the “not 
attributable to the operation of a trade 


year of loss which are 


or business regularly carried on by 
the taxpayer.” These deductions are use- 
less for carryover except to the “extent 
of... the gross income not derived from 


such trade or business.” 


How nonbusiness income is used 


Let us take the case of a man with a 
loss business; assume a net loss of $20,- 
000; $10,- 
000 and deductions not connected with 
the $2,000 (interest 
personal mortgage 


he has dividend income of 


business of on 


debts, on home. 
personal taxes, etc.). What is his loss 
carryover? 


Net loss per return: 





Income 10,000 

Loss 20,000 

Deductions 2,000 22,000 
Loss 12,000 

Addback: excess 

of other deductions 2,000 

over other income 10,000 None 
Loss carryover 12,000 


In effect, he gets the full use of the 
$2,000 other deduction. The business 
loss of $20,000 is reduced by only $8,000 
of dividends leaving the $12,000 carry- 
over. 

Now let us change the facts a little; 
let’s make the $10,000 income from busi- 
ness instead of dividends. Maybe our 
entrepreneur sold out his securities and 
put the capital into rental property (the 
Tax Court holds that rental of real 
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estate is a trade or business for this pur- 
pose, see Lagreide, supra). In any event, 
the taxpayer now has a net business loss 
of $10,000 (instead of a loss of $20,000 


and dividends of $10,000, as in the first 





example). 
Net loss per return: 

Net business loss 10,000 

Deductions 2,000 
Loss 12,000 

Addback: excess of 

other deductions 2,000 

over other income none 2,000 
Loss carryover 10,000 


Notice that the loss carryover now is 
$2,000 less. In effect, the $2,000 other de- 
ductions are no good for the carryover, 
the 
the 


whereas previously they reduced 


dividends which in turn reduced 
loss carryover. 

In the example here — dividends and 
straight business income — the result is 
clearly required by the statute. It is not 
easy to see the Congressional policy in 
requiring this result. A fortiori, “intent 
of Congress” is of little assistance in de- 
ciding whether salary income should be 
treated as business income or not. 

The solution adopted has been to 
interpret trade or business in this Sec- 
tion as it is interpreted in other Sections 
of the Code, and, as we shall see, the 
little finding 


salary was business income. If the re- 


courts had trouble in 
sult seems inconsistent with any rational 
theory of Congressional purpose (as Tax 
Court dissenters and, of course, the tax- 
payers involved, insist), the remedy lies 
in legislation. 


Salary from the loss business 

The clause to be interpreted is Sec- 
tion 122(d)(5) of the 1939 Code (and 
its identical counterpart Section 172(d) 
(4) of the 1954 Code). This requires that 
the net loss for the year (excess of de- 
ductions over gross income) be modi- 
fied: “Deductions, otherwise allowed by 
law, not attributable to the operation 
of a trade or business regularly carried 
on by the taxpayer shall . . . be allowed 
only to the extent of the amount of 
the gross income not derived from such 
Note the “such” in 
Tax Court’s first 
position was that the reference was to 


trade or business.” 
the last sentence. The 


the business in which the loss was sus- 


tained. The Tax Court's opinion in 
Cunningham, 20 TC 65, said: “The 
general effect of the statute is that a 


loss from the operation of a business is 
computed without regard to other items 
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properly shown on the return which 


are not income from or deductions of 
that particular business and then the 
operating loss is reduced to the extent 
that the income on the 


other return 


exceeds the other deductions. The de- 
ductions unrelated to the business thus 
have no effect upon the operating loss 
is un- 


except to the extent that there 


related income for them to offset which 


would otherwise reduce the operating 
loss to be carried back.” [Emphasis sup- 
plied]. Note those words “that business” 
which are emphasized. The Tax Court 
later realized that that idea of the effect 
was in error. 

The salary in question in Cunning- 
ham was a salary paid to taxpayer wife 
(they filed a joint return) by taxpayer 
services 


husband for rendered by her 


to the business that suffered the loss. 


The court commented the salary 
of the wife can not be regarded as ‘gross 
income not derived from such trade or 
business,’ since it obviously was gross 
income derived from the very business 
in which the loss occurred.” 

Then the Tax Court changed its 
mind. In Lagreide it reviewed cases in 
which salary had been held a trade or 
business income for other purposes (Hill, 
181 F.2d 906, teacher can deduct ordin- 
Daily 


ournal, 135 F.2d 687, corporate execu- 
| 


ary and necessary expenses; 
tive can deduct expenses; Harris, 22 TC 
No. 135, salaried postmaster can deduct 
expenses) and concluded that taxpayer 
wife’s salary as a teacher is business in- 
come for computing the loss carryover 
on a joint return with her husband in 
which he included business losses. 

The 
ningham 


fully 


in the instant case.” 


I'ax Court referred to its Cun- 


position—“That decision is 
consistent with our determination 
There is, however, 
language in the Cunningham opinion 
to the effect that if the salary of the 
wife had been from some other source 
the answer might have been different. 
It is clear, however, that the Court did 
not decide that issue, and the language 
in question, used for the limited purpose 
of distinguishing certain cases cited by 
the petitioner in the Cunningham case, 
is not here controlling. 

There was a dissent in Lagreide: ““The 
Luton case held, I think properly, that 
salary of the petitioner from a business 
that in which the 
operating loss occurred should be treated 


not connected with 


as non-business income first to be off- 
set by non-business losses and only 


the excess used to reduce the net operat- 
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ing loss being computed. The use of 
Section 122(d)(5) 
supports that result. A study of the legis- 
lative history of the net loss carryback 
and 


the word ‘such’ in 


consideration of the results of 
applying the one solution or the other 
to various sets of possible circumstances 
also convince me that the present result 
was not intended by Congress.” This 
dissent Judge Murdock and 
judges Arundell, Van Fossan, Harron 
and Johnson agreed with him. 


was by 


But the dissenters in Lagreide have 
failed to convince the circuit courts. The 
Second Third Circuits follow the 
reasoning of the Tax Court 


and 
majority, 
find salary is business income. 

The position that will be costly to 
Folker 
found himself. He was a corporate ex- 
$52,000) 


the taxpayer is that in which 


ecutive (salary and also a 


“gentleman farmer,” with a farm op- 
erated at a loss (the mark of the gentle. 
man in farming!). In addition he had a 
loss of some $20,000 (not identified in 
the reports) attributable to the 
operation of a trade or business. If the 
salary is not business income the $20,000 
nonbusiness losses are allowable in com- 


not 


puting the carryover; if it is business 
income they are disallowed because the 
full amount is in excess of zero income 
not derived from trade or business. 
With Circuit 
agreeing with the Tax Court, any tax- 


the Second and Third 


payer in Folker’s position is going to 
find it wise to keep his nonbusiness de- 
ductions as low as possible in a year in 
which he has an operating loss and his 
only other income is salary. Under the 
rule of these courts, such deductions are 
yseless for loss carryover. 


No club dues excise tax on community 


swimming pool membership 


URELY THERE isn’t a tax man who 


if there 
way a group of neighbors can build a 


hasn’t been asked is some 
community swimming pool without hav- 


ing the 20° Federal tax due on the 
sizeable sums needed actually to con- 
struct the pool! Many groups just went 
ahead grimly and raised the additional 
20%, and paid the tax; others took a 
chance, worked out some more or less 
transparent device and let the treasurer 
worry. 

Those who paid the tax will want to 
think about claims for refund based on 
a recent case in Maryland, apparently 
the first decision on the issue. The dis- 
trict 
Intyre 


court in Maryland held in Me- 
(5/14/57) that the 


club of which taxpayers were members 


swimming 
was not “social, athletic or sporting” 
and hence no tax was due on their $125 
initial payment. The annual dues were 
only $10, and thus specifically exempt 
from tax. Note that an amendment to 
the Code to provide specific exemption 
of community pools is now in the works 
and will be voted upon soon. 


The Twinbrook pool 

The McIntyres “became original mem- 
bers of the Twinbrook Swimming Pool 
Corporation and made an initial pay- 
ment thereto of $125 for so-called life- 
membership. They also paid $25 to 
cover the 20% tax on their initial pay- 


ment, which was paid to the District 
Collector under protest.” 

The facts in this case are so important 
we can do no better than quote from 
the findings: 

‘The principal question in the case 
is whether the Twinbrook Corporation 
is a social, athletic or sporting club or 
organization. 

“The Twinbrook Corporation was .. . 
S53. 4 5 


swimming pool with appropriate bath 


formed in conducts a 
house facilities situated in a generally 
residential area of the City of Rockville 
. .. The size of the pool is 60 x 165 feet 
with a depth of 214 to 514 feet. It is 
situated on a tract of land of about five 
acres acquired by the club after, on its 
application, the City Authority had re- 
zoned the particular land to allow its 
use for the particular purpose. The land 
was acquired and the pool facilities con- 
structed at a cost of about $125,000. 
“The purpose of the club as stated in 
its certificate of incorporation was ‘to 
provide a swimming pool or pools and 
other facilities to its members.’ It is a 
non-profit, non-stock corporation 
Membership is limited to 600 persons or 
families owning residential property or 
business places within a designated por- 
tion of the City of Rockville. The hold- 
ers of each original membership were 
required to pay an initial fee of $125 


and an additional sum of $25 to be ap- 
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be ap- 


plied to the payment (under protest) of 
the 20% excise tax . The privileges 
of membership involving principally the 
use of the swimming pool were accorded 
to the holders of the 600 initial member- 
ships upon the payment of annual dues 
of $10; and the pool could be used by 
them and their dependent children and 
by certain occupants of their respective 
households 

The formation of the corpora- 
the 


Civic 


tion was due to public-spirited 


initiative of a few leaders who 
realized the importance of having addi- 
tional recreation facilities for the Twin- 
brook area. At first an effort was made 
to have the public authorities of Rock- 
ville provide for the swimming pool at 
the taxpayers’ expense; but when this 
proved to be impossible of accomplish- 
meni, these civic leaders determined to 
provide for the creation of a swimming 
pool at private cost of those members 
of the local community who would be 
willing to provide funds for the project. 
Very shortly the 600 memberships were 
acquired and the necessary funds raised 
for the acquisition of the land and con- 
struction of the pool, aided by a mort- 
gage loan obtained from private bank- 
ing sources. Much of the work in build- 
ing the pool was performed either at 
cost or gratuitously by interested parties. 
In one sense the project was in sub- 
stance a ‘community enterprise.’ 

“The only activity of the corporation 
has been the operation of the pool. The 
evidence does not show that there have 
other entertainments of a 


been any 


social nature such as dinners or other 
meetings of the membership. The only 
social features are those which naturally 
occur in connection with the use of the 
pool. With respect to athletics, there 
have been no competitive or purely 
athletic features for the use of the pool 
other than the bathing and swimming 


therein.” 


Club not social 


the 
viewed many cases turning on whether 


lurning to the law, court re- 
a club was “social” and concluded Twin- 
brook It said 


ing many of the decided cases, I think 


was not. “after review- 
the most clearly and concisely stated 
principle to be applied is to be found 
in the opinion of Judge Green, speak- 
ing for the Court of Claims in one of 
the earlier cases dealing with the ap- 
plication of this Section, Army & Navy 
Club of America, 53 F.2d 277 (1931). 


The facts of that case are, however, 


quite different with regard to the social 
aspects of the club when compared with 
those in the instant case. At page 282 
the opinion in that case summarizes the 
matter by saying: if the predomin- 
ant purpose of the organization is not 
social, and its social activities are merely 
incidental to the furtherance of the dif- 
ferent and predominant purpose, then 
the club is not a social one within the 
meaning of the law. But both of these 
matters must exist in order to create an 
exemption from the tax.’ 

“. . . In adopting and applying that 
principle to the facts here found, I con- 
clude that the Twinbrook Corporation 
is not a social organization. Its pre- 
dominant purpose is not social but the 
conduct of a swimming pool as a recrea- 
tion center for the benefit of residents 
of a certain community area. Its qualifi- 
cations for membership are based on 
local and not personal considerations. 
The personal contacts that necessarily 
occur from the use of the pool by its 


members and their children and other 
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so-called ‘underprivileged’ children, to 
whom the facilities of the pool are ac- 
corded by permission of the officers and 
directors of the corporation, are only 
those incidentally arising from the use 
of the pool. 


Nor was it athletic 


“Counsel for the government has not 
pressed the point that the Twinbrook 
Corporation is an athletic club, if it is 
held not to be a social club within the 
statute; and I do not find any adequate 
basis for classing it as an athletic club. 
No case has been called to my attention 
by counsel that would support the con- 
tention that it is. While swimming is, of 
course, a kind of athletics in the general 
sense of that term, I do not think that 
the nature of this swimming pool is such 
that it makes the corporation an athletic 
within the 
statute. In its actual activities the use of 


or sporting organization 
the pool is largely for children, and the 
evidence is that there have not been any 
competitive swimming events.” ¥ 


What is tax status of dependents 


on summer jobs? medical expenses? 


the 
Code, dealing with dependents work- 


IRANGELY ENOUGH, the part of 
ing, of such vital concern to so many 
taxpayers, is not easy to understand. It 
must be read with meticulous care to 
avoid error. Much of the popular dis- 
cussion of dependency questions (and 
also, alas, some of the more learned), is 
confusing because clear distinction is 
not made between a dependent (Sec- 
tion 152, relationship and support) and 
the exemption for a dependent (Section 
151, gross income and joint returns of 
married dependents). 

There are only two tests for de- 
pendency: was more than half his sup- 
port supplied by taxpayer? (or is more 
than half considered as supplied by the 
taxpayer because of a multiple support 
agreement?); and, second, was the per- 
son a specified relative or a member of 
taxpayers household? 

If these two tests are met, the person 
is a dependent and the taxpayer can, for 
example, deduct medical expenses of 
that dependent even though taxpayer 
cannot claim an exemption. 

A taxpayer can claim an exemption 
for a dependent only if two further tests 
are met: (1) the dependent did not file 


a joint return; and (2) he has gross in- 
come of less than $600. But the gross 
income test is waived for a child of the 
taxpayer who is either under 19, or if 
19, a student. Note that the $600 
test is in terms of gross income—earned 


over 


and unearned salary, trust income or 
dividends are all treated alike. Its most 
common application is to allow a child 
under 19 or an older student to take a 
summer job and not cost his father the 
exemption. Of course, if the child has 
more than $600 income he will have to 
file a return himself. Those who earn 
less than $600 will have no tax due and 
will be filing a return to get the refund 
even though not required because of 
their low income. 

Thus a working child can earn up to 
$666, pay no tax himself because of his 
own exemption and standard deduction 
and his father then gets another $600 
exemption for him. Tax planners for 
the family have long been aware of the 
tax advantage of having dividend in- 
come, for example, go directly to a 
child to take advantage of this double 
exemption and extra standard deduc- 
tion. 


Another wrinkle in the summer job 
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area—if the earnings are not actually 
used for child’s support they are not in- 


cluded in determining whether the 
father contributes more than half. 
Saving taxes through 

capital gains 

FEW PHRASES connected with taxation 


have so much glamor as “capital gains.” 
Yet this is a subject on which a very 
not tax- 


great tax-conscious but 


knowledgeable people suffer serious ig- 


many 


norance. For such people Arno Herzberg 
has written a new book* gathering to- 
gether in a single place most of infor- 
mation needed to evaluate and use capi- 
tal gains in tax planning. 

Of course capital gains arise in a wide 
variety of situations; for this reason it is 
not easy to deal with the subject apart 
from the facts and it is not easy to find 
in the Code and Regulations and cases 
all one needs to know when the interest 
is capital gains as a separate subject. The 
author has undertaken to do this job. 

He takes up the nature of capital and 
of capital gains. This includes a formid- 
able exercise in definition. He then ap- 
plies this to the taxable transaction: sale 
or exchange, to timing, basis, and effect 
of capital treatment on other tax liabili- 
ties. 

Mr. Herzberg then relates these prin- 
ciples to specific situations: sale of prod- 
ucts of personal effort, residences, part- 
nership assets, the corporations problems 
and opportunities, and treatment at 
death and involuntary conversion, etc. 

Next he carries these principles to 
specific businesses: real estate, securities, 
dealers vy. investors in general, personal 
problems of executives, oil and mining, 
insurance, the professional man, crea- 
tive person, and the entertainer. 
that Mr. 
Herzberg (who is a frequent contributor 


We are happy to report 


to THE JOURNAL O1 
book that 
well organized. We think it will be use- 
ful in a 


TAXATION) has pro- 


duced a is easy to read and 


wide variety of circumstances, 


certainly as useful to the  non-tax- 


specialist lawyer and accountant and 


executive as to the very sophisticated 
tax man. 

Mr. Herzberg is a CPA practicing in 
Newark, New Jersey. He holds a degree 
of Doctor of Laws from Heidelberg Uni- 
versity, Germany, and a B.S. from Rut- 


gers. w 


*Saving Taxes Through Capital Gains, by Arno 
Herzberg, Prentice Hall, Inc., Englewood Cliffs, 
N. J., 428 pages, cloth, $12.50. 
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ALIMONY, SUPPORT, ETC. 


Can't file joint return for taxable years 
of different lengths. Taxpayers are not 


permitted to file a joint return for 
“different” taxable years. The wife, 
who had filed on a fiscal year, was 


granted permission to change to a cal- 
endar year to agree with her husband. 
She 
fiscal 


individual return for her 
August 31 


ported the income for the four month 


filed an 


year ended and _ re- 
period ending December 31 on a joint 
The 


interprets the Code provision forbidding 


return with her husband. court 
joint returns if the parties have differ- 
ent taxable years as referring to the 
period for which the taxes are assessed. 
Taxpayers here did not have the same 


taxable year. Wolf, DC Neb., 4/30/57. 


Payment to divorced wife after her re- 
marriage is alimony. Taxpayer entered 
into a pre-divorce agreement with her 
husband which provided for the divi- 
sion of community property and for the 
payment the of $500 a 
month to her so long as he was em- 


by husband 
ployed in the same or similar employ- 
ment. The agreement was incorporated 
in a later divorce decree. Immediately 
after the divorce, taxpayer remarried. 
Che husband defaulted in his payments 
and two years later, in full settlement of 
an enforcement suit, paid taxpayer a 
compromise sum. A district court had 
held that the husband was entitled to 
deduct the accumulated monthly pay- 
ments included in the settlement as ali- 
mony. The Tax Court now holds that 
the wife is taxable on the receipt of this 
sum; the fact that the local law did not 
require a husband to support his di- 
vorced wife after her remarriage was of 
no consequence for the parties had con- 
tracted for support by their pre-divorce 
agreement. Willson Estate, TCM 1957- 
89. 


Lump sum payments in lieu of alimony 
nondeductible. Taxpayer pursuant to a 
divorce decree in 1944 agreed to pay 
his wife monthly alimony and to pay 
premiums on an insurance policy on 
his life as long as she lived or 
mained unmarried. In 


re- 
1951, under an 
amendatory agreement, he was relieved 
of any further obligation to pay ali- 
mony and support upon his promise to 


New decisions affecting individuals 


make two payments of $6,200 and $2,000 
and to transfer to his former wife all 
interest in the policy of insurance on 
his life. The two payments plus the 
cash surrender value of the policy are 
held ali- 
mony payments; they were installment 
obligations of an absolute nature not 
dependent upon any _ contingencies. 
Ashcraft, Jr., 28 TC No. 36. 


not deductible as_ periodic 


Premiums not alimony; policy not as- 
signed [Certiorari denied]. The Tax 
Court held that taxpayer did not assign 
life-insurance policies to his ex-wife. She 
merely had safekeeping of them. She 
could neither change the beneficiary, 
obtain the cash-surrender value, nor as- 
sign them. Her interest would cease on 
her The Second Circuit 
affirmed. Weil, cert. den., 5/13/57. 


remarriage. 


Child support payment identified; bal- 
ance deductible as alimony. [Acquies- 
cence]. A separation agreement incident 
to a divorce provided that the wife re- 
ceive periodic payments in 
amounts depending on 


varying 
the 
wife remarried or had custody of a 
minor child. She was to receive $50 less 
for any month the child was not in her 
custody. Even though one clause of the 
agreement provided that all payments 
were to cease upon the death of or the 
attainment of majority by the child, the 
Tax Court concluded that the 
ment sufficiently earmarked $50 of each 
monthly payment for child support and 
permitted the husband to deduct the 
balance as alimony. Morsman, 27 TC 
520, acq., IRB 1957-21. 


whether 


agree- 


Household expenditures prorated for 
dependent’s support. Taxpayer claimed 
an exemption for her 15-year old daugh- 


ter who received some $650 social se- 
curity benefits. The court found the 
mother contributed over 50% of the 


child’s support. It totaled the amounts 
spent specifically for the child and al- 
lowed a portion of the household ex- 
penditures not specifically 
for. Brooks, TCM 1957-76. 


accounted 


Dependency credit denied; institution 
furnished more than half of dollar sup- 
port. 
and two nephews in institutions under 


Taxpayer had placed her niece 


an agreement whereby she was to pay 


— 
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$35 per month for their support. Since 
such sum was less than half the dollar 
value of the support furnished the chil- 
dren by the institutions, she is held not 
entitled to dependency credits for them. 
Newman, 28 TC No. 59. 


Divorced father entitled to claim 
children living with wife. A father whose 
two minor children lived with his di- 
vorced wife is held entitled to the de- 
pendency credit for the children; the 
evidence as to the wife’s income, the 
lived, etc. con- 
vinced the court that the father had met 
the burden of showing that he furnished 
over half the children’s support. Cobb, 
Sr., 28 TC No. 66. 


manner in which she 


BUSINESS v. PERSONAL 


Penalty on prepayment of mortgage is 
deductible interest. The Service reverses 
its previous holdings (Rev. Rul. 55-12 
and 53-168) that penalty required by the 
lender upon prepayment of a mortgage 
was not a payment for the use of money 
and therefore not deductible. In Gen- 
eral American Life Insurance Co. (25 
PC 1265, acq., IRB 1956-43) the Tax 
Court held it was. The IRS now rules, 
in accordance with that case, that penal- 
ty payments are deductible as interest. 
Rev. Rul. 57-198. 


“Pay-as-you-go” system constitutional. 
The 


dividuals to 


statutory provisions requiring in- 
file 
mated tax and to make payments of 
held 
pugnant to the due process clause of 
the Fifth 


tion. 


declarations of esti- 


estimated tax are not to be re- 
Amendment to the Constitu- 
file and 
substantial underestimation of estimated 


upheld. Beacham, 28 TC No. 


Penalties for failure to 
tax are 
67 

Can deduct legal fees for property 
settlement in divorce action. Taxpayer 
that 


settlement in a divorce action 


engaged counsel to insure any 
property 
brought by his wife would not jeopard- 
ize his control of a corporation from 
which he received substantial salary 
and dividends. He sought to deduct the 
portion of the legal fees allocable to 
settlement 


the property as an expense 


necessary for the protection or main- 
tenance of property held for the pro- 
duction of income. The Tax Court de- 
nied the deduction; the expense was in- 
curred primarily for personal reasons. 
This The 


court reverses. Tax Court’s 


own findings show part of the fee was 
spent to protect the stock and it has 
been held by several circuits that such 
fees incurred in divorce actions 
deductible. Bowers, CA-6, 4/26/57. 


are 


Can’t deduct for living expenses at post 
of duty (nor carpenter’s overalls). A car- 
penter who left Oklahoma with his 
family to work on the erection of a 
Kansas is held to 
undertaken work of indefinite duration 


building in have 


not a temporary job. He was therefore 


not entitled to deduct travel costs to 
Kansas nor living expenses there. 
Neither could a deduction be taken 


for the cost and laundry of overalls 
which served to protect his ordinary 
outer clothing from wear 
Coffman, TCM 1957-80. 


and tear. 


Student may deduct travel, meals and 
lodging at Alaska summer job. Tax- 
payer, an engineering student and a 
resident of Iowa, spent his summer va- 
cation working as a common laborer on 
a construction job in Alaska. The em- 
ployment was to terminate on Septem- 
ber 1 or earlier on the happening of 
certain contingencies. The court finds 
his employment in Alaska was so tem- 
porary that he couldn't reasonably be 
expected to establish a residence there. 
He is therefore held entitled to deduct 
as travel expense away from home the 
costs of transportation to and from his 
place of employment, and meals and 
lodging at the construction site. Janss, 
TCM 1957-84. 


Horse racing a hobby, but operation of 
a farm treated as a business. Although 
the court found that taxpayer intended 
and desired to make a profit from horse 
racing and dealing, it held that these 
activities were a hobby rather than a busi- 
losses incurred were not de- 


ness and 


ductible. Taxpayer had a life-long in- 
terest in horses and racing and had a 
long and consistent record of net losses 
from the operations. However, a_ loss 
the 
operating a 42-acre farm is a_ business 


incurred by same taxpayer from 
loss; there it was shown that no recrea- 
tional use was made of the farm, and 
taxpayer regularly worked at the farm, 
and kept an accurate account of his in- 
come and expense. The court refused to 
accept without proof the Commissioner's 
that 


tions as they existed in 1950 the farm 


argument under economic condi- 
involved could never have produced a 


profit because of its size, which was un- 
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economic. Wise, TCM 1957-83. 
OTHER NEW DECISIONS 


Penalties on estimate based on final tax, 
not tax per return. Additions to tax for 
failure to file a timely declaration of 
estimated tax and for substantial under- 
estimation are held to have been prop- 
erly computed on the basis of the tax 
as finally determined rather than on the 
tax as shown on the return. Home Sales 
Company, TCM 1957-78. 


Income from estate, distributed after 
marriage, is community income. Tax- 
payer December 30. On 
December 31, the last day of her tax 
year, she received $43,500 income of her 
former husband’s estate. The court holds 


married on 


that this income is community income 
rather than separate income. Dickson, 
DC Fila., 5/23/57. 

No interest deduction borrowed 
funds actually used to purchase tax 
exempt securities. A taxpayer had bor- 
rowed money on several occasions from 


banks, giving common stock as collateral, 


on 


deposited the funds in a bank account 
and, usually on the very same date, pur- 
chased tax exempt securities in amounts 
that were, for the most part, the same 
as the amount of indebtedness incurred. 
Under the facts the court holds the in- 
debtedness was clearly incurred to pur- 
chase the tax exempt securities and dis- 
allowed the interest deduction. It found 
no merit in taxpayer’s contention that 
bank 
account apart from the borrowed funds, 


there were other funds in the 
and that these other funds were avail- 
able to make the purchases of the tax 
exempt securities. Jacobson, 28 TC No. 


63. 


Double penalty proper for non-filing 
of estimate (1939 Code). 
didn’t file estimated returns as required. 
Both the 10% 
and the 6% 


Taxpayers 


penalties for non-filing 
penalties for substantial 
The 


court holds that the Treasury Regula- 


underestimation were imposed. 
tions, treating no estimate as a zero 


estimate, expressed Congressional in- 
tent. The Regulations adopted the very 
language used by the Hous* of Repre- 
sentatives conference report in discuss- 
ing the penalty for underestimating over 
a period of years. Taxpayers deliberately 
failed to file estimates; the imposition 
of two penalties is proper. Farrow, DC 


Cal., 4/25/57. 
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Partnerships 


EDITED BY JACKSON L. BOUGHNER, LL.B., CPA 





Practitioners Group urges changes in 


partners’ years and other rules 


; rHE partnership section (Sub- 
chapter Kk) of the 1954 Code con- 
tains ambiguities, inconsistencies, not a 
few unexpectedly harsh rules and even 
a few tax traps is not news to practition- 
ers dealing with partnership problems. 
The Mills 


Revenue 


Subcommittee on Internal 
Faxation chose partners and 
partnerships as one of the topics for its 
attention and it appointed an Advisory 
Group to make recommendations for 
changes. The Group’s first report was 
May and transmitted by 
the Subcommittee to the 


submitted in 
Ways and 
Means Committee prior to its study of 
with the recommendation that 


public hearings be held soon. 


them 


The Advisory 
Arthur B. Willis (chairman), Abner 
Hughes, Donald McDonald, Herbert B. 
Story, Laurens Williams, Harry Janin, 
Mark H. Johnson and Paul Little. We 


dring you below some of the highlights 


Group consisted of 


of their report, but include the text of 
proposed changes only where necessary 
to explain their proposals; more of their 
suggestions will be presented next 
month. 

A review of the changes proposed by 
this Group will suggest to the practition- 
er areas he will want to be sure are cov- 
ered in the agreement of any partner- 
ship he is advising. One of the areas in 
which the group recommends changes 
but in which the partners themselves 
must take steps to avoid high tax costs 
is the question of the partnership tax 
year at the death of a partner. The 1954 
Code adopted the rule that the partner- 
ship year does not close on the death of 
a partner (Sec. 706(c)(2)(ii)). The Advis- 
ory Group now suggests that this rule be 
changed and the year closed as to the 
deceased partner but that the successor 
in interest of the deceased partner be 
given an option to continue the year to 
the normal end. 


The 1954 Code adopted the rule of 
leaving the partnership year open to 
avoid the problem of bunching, but by 
doing so it created the new problem of 
wasted deductions and useless income 
splitting in the deceased partner's last 
return. Income under the new rule is no 
longer bunched in the partner’s return 
— it was moved to the estate’s return (or 
an heir’s return), usually a return on 
which there is no income splitting. 
The decedent’s last return under this 
new rule would be left with its ordinary 
deduction but no income. 

It is unfortunate that this tax trap, 
put in the law to cure the evil of bunch- 
ing, was adopted at the same time part- 
nerships were forbidden to adopt a tax- 
able year different from that of all prin- 
cipal partners. It is only in old partner- 
ships that bunching could have occurred. 

It has been suggested that so long as 
the law remains as it is now, partnership 
agreements ought to provide that each 
partner can determine by his will the 
person to whom income to the date of 
death shall be paid. If a partner wishes 
to have the income for the last year go 
to his wife, he can so designate. This 
may assure the widow being the tax- 
payer on partnership income and _ so 
making use of the right to use income- 
splitting for the year of death and (if 
she maintains a home for a dependent 
child), two succeeding years. 

The Advisory Group recommends that 
the old rule be restored, that the year 
not close but that an election be given 
to have the year close if the estate of (or 
other successor in interest to) the de- 
ceased so chooses. Here is what the 
Group had to say: 

“Section 706(c)(2)(A)(ii) provides that 
the taxable year of a partnership with 
respect to a partner who dies shall not 
close prior to the end of the partner- 
ship’s taxable year. 


“Keeping open the partnership year 
with respect to a partner who dies pre- 
vents the possibility of any “bunching” 
of income for tax purposes in the year 
of death of a partner whose taxable year 
that of 
overlooks the fact that 


differs from his partnership. 
However, it 
where “bunching” is not a serious prob- 
lem this may deny the opportunity to 
offset deductions 
and exemptions available in the year of 
death. It may also deny the benefits of 


income-splitting with 


this income against 


respect to this 
partnership income. The Regulations 
(Sec. 1.706-1(c)(3(iv)) remedy this situa- 
tion in part by recognizing the closing 
of a partnership taxable year with re- 
spect to a deceased partner upon the 
date of death where there is an agree- 
ment to sell his interest at that time. 
However, this provision of the Regula- 
tions is complicated in its application. 

“The Advisory Group believes that in 
the usual case where the partnership and 
the partners are on the same taxable 
year it is even more important, in the 
case of a deceased partner, to have the 
opportunity to offset the partnership in- 
come against deductions, exemptions, 
and other benefits available in the year 
of death than it is to avoid the “bunch- 
ing” of income by reporting such in- 
come in the year after the death of the 
partner. As a result the Group recom- 
mends that as a general rule the partner- 
ship taxable year in the case of a de- 
ceased partner close at the date of death. 
However, it is suggested that the suc- 
cessor in interest of a deceased partner 
be given the option to continue the 
year with respect to the deceased part- 
ner’s distributive share of the partner- 
ship income to the normal ending of the 
partnership year where there has been 
no sale, exchange, or liquidation of this 
interest before that date. Where the in- 
terest, as a result of the partnership 
agreement or otherwise, has been sold, 
exchanged, or liquidated by reason of a 
buy-and-sell agreement which is opera- 
tive upon the death of a partner, the 
successor in interest is to have the option 
to close the taxable year of the partner- 
ship for the deceased partner's interest 
immediately after the death of the de- 
ceased partner. Where the interest is 
disposed of after the partner's death, the 
successor in interest is to have the option 
to close the partnership taxable year for 
the decedent’s interest as of the date of 
the disposition. 


“Consideration was given to the de- 


sirability of changing the rule on the 
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close of the partnership year for a de- 
ceased partner for the period from 1954 
to 1957. However, it was concluded that 
result 
from provisions in the statute and Regu- 


the complexities which wouid 
lations for years which were closed, to- 
gether with the confusion which would 
result from another elective rule, does 
not justify retroactive legislation. More- 
over, the broad Regulations issued un- 
der Section 706 have covered many of 
the problem cases.” 


idopting and changing taxable years 


(nother major change made by the 
1954 that out 
smoothly is the new rule on adopting 


Code has not worked 
and changing taxable years by partners 
and partnerships. Under the old Code 
there was a much-used tax saving device 
of having a partnership adopt a taxable 
year that would end early in the part- 
ner’s year. There was no reduction in 
tax but payment dates could be sub- 
stantially deferred. For example, if the 
partners were on a calendar year and 
the partnership ended January 31, profit 
earned in the eleven months of one cal- 
endar year would be reported in the 
partner’s returns for the next calendar 
year and, to the extent the rules on esti- 
mated tax did not require payment in 
that year, tax would be deferred until 
March 15 of the third calendar year. The 
1954 Code adopted the flat rule that a 
partnership may not change to or adopt 
a year different from that of all its prin- 
cipal partners, unless it establishes a 
business purpose. Similarly a_ partner 
cannot change to a year other than the 
partnership’s without the business pur- 
pose. 

Important gaps in these new rules 
now appear. What about the partner- 
ship with several principal partners on 
different years? —The Commissioner by 
regulation solved this by permitting the 
partnership in such a case to choose a 


The 
agrees with this policy but would pro- 


calendar year. Advisory Group 
vide unquestioned authority for it by 
incorporating it in the Code. Another 
unanswered question is, can a partner 
in an established partnership with a 
year different from his change to the 
partnership’s year? Here the Commis- 
sioner by regulation requires the part- 
ner to obtain permission to change to 
the partnership’s year. This power he 
finds in Section 442, which requires 
every taxpayer to obtain permission be- 
fore changing his taxable year. 

The Committee recognizes that the 


effect of these rules will be to reduce the 
number of partnerships reporting on 
their natural business year, and to ag- 
gravate the press of tax work in the first 
quarter of the calendar year. However, 
the Group makes no recommendation 
for change now, pending further study. 
Here is how the Advisory Group dis- 
cussed this problem: 
706(b)(1) provides that a 
partnership may not change to, or adopt, 


“Section 


a taxable year other than that of all of 
its principal partners unless it establish- 
es a business purpose therefor. Section 
706(b)(2) also requires a business pur- 
pose before a partner may change to a 
year other than that of a partnership in 
which he is a principal partner. Section 
706(b)(3) defines a principal partner as 


one having an interest of 5% 


% or more 


in partnership profits or capital. 

“Section 706(b)(1) as described above, 
would appear to require establishment 
to the satisfaction of the Secretary or his 
delegate of a business purpose before a 
partnership can adopt any year where 
its principal partners are on different 
taxable years. However, the regulations 
on this point (Sec. 1.706-1(b)(ii)) provide 
that a newly formed partnership may 
adopt a calendar year as its taxable year 
without securing prior approval from 
the Commissioner if all of its principal 
partners are not on the same taxable 
year. Presumably the authority for this 
is contained in Sections 441(b)(2) and 
441(g)(3) of the 1954 Code. The Advis- 
ory Group favors the policy of permit- 
ting a partnership to adopt the calendar 
year as its taxable year without the con- 
sent of the Secretary or his delegate 
where the principal partners have differ- 
ent taxable years. It is recommended 
that this policy be clearly established by 
amending section 706(b)(1). 

“It has been suggested that section 
706(b)(1) be further amended to pro- 
vide that in the case of the formation 
of a new partnership, a partnership 
should be free to select any fiscal year it 
may desire. In this connection, the Ad- 
visory Group recognizes the importance 
of encouraging taxpayers to select fiscal 
years other than the calendar year in 
order to spread throughout the year the 
workload of preparing tax returns and 
year-end statements. At the same time 
it is recognized that the selection of a 
partnership year different from that of 
the partners may result in a substantial 
lag in the reporting of income for tax 
purposes. In view of these conflicting 
considerations the Advisory Group de- 
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sires to consider this problem further 
before making any recommendation. 
“As indicated above, Section 706(b)(2) 
would seem to indicate that a principal 
partner may change his taxable year to 
that of the partnership without obtain- 
ing the consent of the Secretary or his 
delegate. However, the regulations on 
this section (Sec. 1.706-1(b)(2)) indicate 
that a partner may not change his tax- 
able year without securing prior approv- 
al from the Commissioner. This require- 
ment is based on the fact that Section 
442 provides that if a taxpayer changes 
his annual accounting period, the new 
accounting period is to become the tax- 
payer’s taxable year only if the change 
is approved by the Secretary or his dele- 
gate. The Advisory Group approves of 
the policy in the present regulations re- 
quiring the taxpayer to obtain the con- 
of the 
before changing his taxable year be- 


sent Commissioner in all cases 
cause: 

1. problems may arise where an indi- 
vidual is a principal partner in more 
than one partnership, 

2. there are problems respecting the 
interrelationship of the taxable year of 
a partner with that of his spouse, and 

3. the partnership income may be 
only a minor portion of a taxpayer's in- 
come. 

“it that 
Section 706(b)(2) be amended to make it 


is recommended, therefore, 
clear that this consent must be obtained. 
Moreover, it is believed that it is no 
longer necessary to provide a_ special 
“business purpose” rule in Section 706 
(b)(2) since the regulations under Sec- 
442 that a 
business purpose” rule is applicable in 
connection with that Section. The Ad- 
visory Group believes that the effect of 


tion indicate “substantial 


referring to Section 442 as a substitute 
for the present provision will not gen- 
erally prohibit a partner from changing 
his taxable year to that of a partnership 
of which he is a member except in cases 
where there are overriding considera- 
tions. 

“The Regulations under Section 442 
in part state as follows: 

‘In general, a change of annual ac- 
counting period will be approved where 
the taxpayer 
business purpose for making the change. 


establishes a substantial 
In determining whether a taxpayer has 
established a substantial business pur- 
pose fo: making the change, considera- 
tion will be given to all the facts and cir- 
cumstances relating to the change, in- 
cluding the tax consequences resulting 





ee 


eS 


tHe KT 


$e 


~fe te 


vw 


RSS PRAT PIS 2 


86 © The Journal of Taxation * 


therefrom. If the effect of the change is 
to defer a substantial portion of the tax- 
payers’ income, or to shift a substantial 
portion of deductions, from one year to 
another so as to reduce substantially the 
tax liability of the taxpayer, the change 
will ordinarily not be approved. Further, 
approval will ordinarily be denied if the 
effect of the change is to cause a similar 
deferral or shifting in the case of an- 
other taxpayer, such as a partner, bene- 
ficiary, etc., so as to reduce substantially 
such other taxpayer’s tax liability. 

“While the Advisory Group sees no 
need to treat partners in this connection 
differently from other taxpayers, it does 
question the emphasis in the quoted 
regulations on tax benefits derived from 
the deferral of income as being sufficient 
grounds for denying a taxpayer the right 
to change his taxable year. Rather, it is 
believed that a determination should be 
made as to whether there is a substan- 
tial business purpose and that tax bene- 
fits arising from any deferral should be 
taken into account as a factor in deter- 
mining the bona fides of the substantial 
business purpose. The Advisory Group 
does not recommend legislation to speci- 
fically change the above-quoted provis- 
ions of the Regulations because this is 
beyond the scope of its delegated respon- 
sibilities. Nevertheless, if the Committee 
on Ways and Means agrees with the 
opinions expressed by the Advisory 
Group, it would appear desirable to in- 
clude in the report of the committee a 
specific statement of Congressional in- 
tent with respect to the requirements for 
obtaining permission to change a tax- 
able year. 

“It has been pointed out that as a 
result of the definition of a principal 
partner in Section 706(b)(3) as one hav- 
ing an interest of 5% or more in part- 
nership profits or capital, some cases will 
arise where no limitation is imposed 
with respect to the adoption of a part- 
nership taxable year because no partner 
has an interest of 5% or more. The Ad- 
that 
such cases are relatively few and that 


visory Group believes, however, 
any problem arising from the absence 


of any limitation in such cases would 
not warrant the added complexity of 


amending the statute.” 


Character of income 

When a partnership realizes income 
(or has deductions or losses) which are 
given special treatment under the Code, 
there arises the problem whether the 
various items pass through the partner- 
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ship, as through a conduit, and come to 
the partners with the same tax charac- 
ter. Section 702 adopted this conduit 
rule for certain items.. The Advisory 
Group recommends replacing this item- 
ized list with a general statement that 
all items pass through the partnership 
with their character unchanged. Further- 
more they would have the law clearly 
specify that the various limitations on 
specific items apply at the partner level. 
Section 702(a) and (b) provide: 
RuLe.—In 
his income tax, each partner shall take 


“GENERAL determining 
into account separately his distributive 
share of the partnerships’— 

1. gains and losses from sales or ex- 
changes of capital assets held for not 
more than six months, 

2. gains and losses from sales or ex- 
changes of capital assets held for more 
than six months, 

3. gains and losses from sales or ex- 
changes of property described in Section 
1231... 

4. charitable contributions (as de- 
fined in Section 170(c)), 

5. dividends with respect to which 
there is provided a credit... 

6. taxes . . . paid or accrued to for- 
eign countries and to possessions of the 
United States, 

7. partially tax-exempt interest ... 

8. other items of income, gain, loss, 
deduction, or credit, to the extent pro- 
vided by regulations prescribed by the 
Secretary or his delegate, and 

9. taxable income or loss, exclusive 
of items requiring separate computation 
under other paragraphs of this subsec- 
tion. 


New subsection to 702 proposed 


This is the Advisory Group’s proposal 
for change: 

“The conduit principle established by 
Section 762(b) of the 1954 Code is con- 
tinued in the Advisory Group’s recom- 
mendation with minor modifications. 
Had the Regulations under this Section 
not been written as broadiy as they 
were, a partner would have been de- 
prived of the retirement income credit 
arising from rents received through a 
partnership. Your Advisory Group pro- 
poses that the character of all partner- 
ship items, not just certain listed items, 
carry over into the hands of the individ- 
ual partners. Hence, whether or not the 
item is separately stated by the partner- 
ship will become completely immaterial 
character in the 
hands of the partners... . 


in determining its 


“This differs from existing law only in 
that it provides that the items covered 
by paragraph (9) of subsection (a), as 
well as the items listed in paragraphs (1) 
through (8) of subsection (a), are to re- 


tain their character in the partner's 
hands. 
“Although various Sections of the 


Code impose limits upon the amount of 
an item (generally a deduction item) 
which is to be taken into account in 
computing taxable income, subchapter 
K does not make it clear whether the 
Code imposes these limitations at the 
partnership or at the partner level. The 
Advisory Group considered the follow- 
ing types of limitation: 

A. A fixed dollar limitation (such 
as Sec. 116 relating to exclusion of $50 
of dividends received by individuals; 
Sec. 270 limiting hobby losses to $50,000 
each year; Sec. 615 limiting exploration 
expenditures to $100,000; and Sec. 1211 
(b) limiting the deduction of capital 


losses to $1,000 in excess of capital 
gains). 
B. A percentage of gross income 


(such as Sec. 175 limiting deductible soil 
and water conservation expenditures to 
25%, of gross income derived from farm- 
ing). 

C. A percentage of adjusted gross 
income Sec. 170(b) limiting 
charitable contributions to 20 or 30% 


(such as 


of the taxpayer’s adjusted gross income). 

D. A percentage or proportion of 
taxable income (such as Sec. 35(b)(2) lim- 
iting the credit for partially tax-exempt 
interest to 3% of the taxable income; 
Sec. 613 limiting the deduction for de- 
pletion to 50% of the taxable income 
from the property; Sec. 904 limiting the 
foreign tax credit in proportion to the 
taxpayer's taxable income from sources 
within the foreign country; and Sec. 
1211(b) limiting the deduction for capi- 
tal losses to taxable income). 

E. Similar or related items of in- 
come, gain, loss, deduction, or credit 
(such as Sec. 165(d) limiting wagering 
losses to wagering gains: Sec 111 limit- 
ing the inclusion of bad debt recoveries, 
prior taxes, and the like, to the amount 
of tax benefit from the same item; and 
Sec. 1211 limiting capital losses in part 
to the amount of capital gains). 


Conclusions 


“The Advisory Group concluded that 


if such limitations were imposed at the 
partnership level it would permit indi- 
vidual taxpayers to exceed the limita- 
tion set by the statute simply by forming 
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a number of partnerships. Moreover, it 
would work out unfairly where a large 
number of partners share the same item. 
If the limits were imposed at both the 
partnership and partner levels, they 
would discriminate against the partner- 
ship form of business. The Advisory 
Group assumes that the limits set in the 
Code generally are the amount intended 
to be allowed to any single individual 
taxpayer. The Advisory Group recog- 
nizes certain accounting complexities 
which, from the point of view of impos- 
ing the limitations, may arise from the 
very nature of the conduit principle 
when a single partnership allocates in- 
come to partners who are differently 
situated. 

“The 
that the statute be made clear by add- 


Advisory Group recommends 
ing a new subsection (d) to Section 702, 
that wherever a limitation is imposed 
upon the includibility or the deducti- 
bility of an item, each partner is entitled 
to his full share up to the statutory lim- 
it and that the partnership is disregard- 
ed for this purpose.” 


Exclusion from partnership provisions 


lax men have been saying that most 


of the organizations permitted to elect 


Dentist not a partner in father’s flower 
business. Taxpayer was engaged in the 
artificial flower business in partnership 
with his wife and son-in-law. He trans- 


ferred 25%, of the profits to his son, a 


practicing dentist, as the latter’s “share 
of partnership income.” The Tax Court 
that the 


that 


concluded son was never a 


partner, and the amounts he re- 
ceived were gifts from taxpayer. This 


court affirms. Kino, CA-2, 5/3/57. 


Gift of partnership interest to trustee 
for children upheld by jury. Taxpayers, 
husband and wife, jointly owned a one- 
half interest in a candy business. The 
other half of the partnership was owned 
by a brother of the husband. Taxpayers 
gave a 20% limited partnership interest 
third brother as 


in the business to a 


trustee for their two minor children. 
The government claimed that taxpayers 
had not intended a gift that the trustee 
was not really a limited partner. The 
court instructed that such a gift could 
be made and that it didn’t have to be 
out of separate capital not already in 


the business. The jury’s verdict was for 


to be excluded from subchapter K rules 
have been “electing out.” It is not sur- 
prising, therefore, that the Advisory 
Group recommends that such organiza- 
tions be excluded unless they “elect in.” 
Section 761(a) of the Code contains the 
present election to exclude — it pro- 
vides that ‘For purposes of the subtitle, 
the term ‘partnership’ includes a syndi- 
cate, group, pool, joint venture, or other 
unincorporated organization through of 
by means of which any business, finan- 
cial operation, or venture is carried on, 
and which is not, within the meaning 
of this title [subtitle], a corporation or 
a trust or estate. “Under the Regulations 
the Secretary or his delegate may, at the 
election of all the members of an unin- 
corporated organization, “exclude such 
organization from the application of all 
or part of the subchapter, if it is availed 
of: (1) for investment purposes only and 
not for the active conduct of a business, 
or (2) for the joint production, extrac- 
tion or use of property, but not for the 
purpose of selling services or property 
produced or extracted, [and] if the in- 
come of the members of the organization 
may be adequately determined without 
the computation of partnership taxable 
income.” 





the taxpayers. Matzger, DC Cal., 3/6/57. 


Partnership liquidation taxable; was a 
step in exchange between partners. Gen- 
erally a distribution to partners of part- 
nership property is tax free unless it 
consists of unrealized receivables, inven- 
tory or money in excess of the partner’s 
basis. The Service holds, however, this 
rule inapplicable to two partners each 
of whom contributed his one-half in- 
terest in two corporations to the part- 
nership. The partnership immediately 
distributed the stock in liquidation but 
one partner received all the stock of 
one corporation and the other all the 
stock of the other corporation. In reality 
this was a taxable exchange of property 
between the partners. Rev. Rul. 57-200. 


Partnership loss in excess of partner’s 
basis deductible under 1939 Code. Under 
the 1939 Code a partner is required to 
report in his return the full amount of 
his distributive share of the partnership 
loss even though the loss exceeds the ad- 
justed basis of his investment in the 
partnership [Under the 1954 Code a 
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partner may not deduct his share of a 
loss in excess of his basis.—Ed.|] Rev. 
Rul. 57-203. 


Pre-1954 partnership terminated on 
death of partner. Frank and Howard 
were members of a partnership whose 
taxable year ended on January 31. Each 
filed his personal return on a calendar- 
year basis. The partnership agreement 
provided that if one died during the 
his distributive share was to be 
limited to a “salary.” Frank 
November 21, 1947. As the partnership 
agreement did not contain a provision 


year, 
died on 


for continuation in the event of death, 
the partnership taxable year was held 
by the Tax Court to have terminated on 
November 21. Howard was required to 
include in 1947 the partnership profits 
to date of death, less the salary distribut- 
able to Frank. This court affirms, citing 
the Supreme Court dec ision in Guaranty 
Trust Co., 303 U. S. 
this is not the normal case in which the 


5493. Moreover, 


decedent partner shares in the profits 
of winding up. At Frank’s death his 
share was limited to the salary; here there 
is no reason for making a distinction 
between dissolution and_ termination. 
One judge dissents. The surviving part- 
ner was winding up the partnership and, 
as provided by the Maryland law, the 
business continued; it should be allowed 
to file returns on its normal fiscal year. 
[The 1954 Code provides that the death 
of a partner shall not close the taxable 
year of a Knipp, 


CA4, 4 


partnership.—Ed.] 
10/57. 


761 won't permit election out of tax- 
able year rules. Section 761(a) permits 
partnerships for investment purposes or 
for joint production, to elect to be ex- 
cluded from all or a part of the partner- 
ship Sections (Subchapter K). The IRS 
now rules it will not give approval to 
such partnerships to elect to be ex- 
cluded from Section 706(b). Section 706 
(b) provides that a partnership can’t 
adopt a taxable year different from that 
of its principal partners unless it estab- 
lishes, to the satisfaction of the IRS, a 
business purpose. Rev. Rul. 57-215. 


Jury upholds family partnerships. A 
father took each of his children (two 
sons and two daughters) in as partners 
as they became 21, giving each part of 
the capital accounts of the others. Few 
facts are reported; the jury held the 
Shearer, DC Ky., 


partnership valid. 


5/28/57. 
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INCOME TAXATION OF 


Trust & estates 





Plan to curb multiple trusts offered by 


practitioners; other problems surveyed 


Q™ OF THE currently most popular 
ways of cutting a family’s tax bill 
is by transferring income - producing 
property to children—usually through a 
trust because of the difficulties of deal- 
ing with property of minors. Sometimes, 
when larger amounts are at stake and 
income is being accumulated, spectacu- 
lar results can be achieved with multiple 
trusts. The Treasury has long been 
aware of this, but has been unable to 
work out a satisfactory method of stop- 
ping avoidance that would not penalize 
legitimate trusts. When the Treasury 
released its list of loopholes (see 5 JTAX 
325) it included multiple trusts but 
suggested only that study be made of 
possible ways to solve the problem. 

It appears unlikely that action will be 
taken by this Congress; the Ways and 
Means Committee is reported to be 
holding this problem for change at a 
later date. However, the Advisory Group 
studying subchapter J] (income of es- 
tates, trust beneficiaries and decedents) 
has come up with a plan which it in- 
cludes among its many recommendations 
for changes. The Group would treat 
multiple trusts as one to the extent that 
beneficiaries of accumulated income are 


the same. 


Plan included in first report 


This plan is included in the first re- 
port of the Advisory Group appointed 
by the Mills Subcommittee on Internal 
Revenue Taxation and _ transmitted, 
prior to consideration by the Subcom- 
mittee, to the Committee on Ways and 
Means, May 8. 

Their report discusses many inequi- 
ties and complexities in the present law 
and proposes a good many changes. We 
bring you here this month their report 
on the multiple trusts problem and 
along with it the section on a problem 
that plagues practically every trustee— 


the allocation of corpus deductions to 
income beneficiaries. With the laudable 
intention of letting someone (the in- 
come beneficiary, usually) have the ad- 
vantage of an otherwise unusable or 
“wasted” deduction, Congress created a 
host of problems, from the minor one 
of explaining the odd results to benefi- 
ciaries, to litigation over the possible 
right of corpus remaindermen to share 
in the tax saving. 


The multiple trusts problem 


The Group report comments on mul- 
tiple trusts as follows: 

“There has been sporadic concern 
ever since the hearings on the Revenue 
Act of 1937 about the possibilities of 
reducing income taxes by creating two 
or more trusts to accumulate income for 
the same beneficiary when one trust 
would do as well for other than tax 
purposes. Currently, such multiple trusts 
achieve the advantage of lower tax rates, 
and also of multiple $2,000 throwback 
exemptions. Legislation directed at the 
most obvious cases would be easy to 
draft, but it would be equally easy to 
avoid. Conversely, simple legislation 
with a broad enough scope to prevent 
easy avoidance would apply equally to 
numerous innocent situations. 

“A grantor may create three trusts on 
the same date, with similar assets and 
with the same trustee, each to accumu- 
late the income for 15 years and then 
to pay it to A or his estate. The tax- 
avoidance purpose of such an arrange- 
ment is obvious, and it would be rela- 
tively easy to require that the several 
trusts be consolidated for tax purposes 
by legislation, and perhaps without it. 
However, numerous variations, which 
render the result less certain, are pos- 
sible. Such variations include different 
dates of creation, dissimilar assets, dif- 
ferent trustees, different dates of dis- 


tribution, different dates of creation, 
dissimilar assets, different trustees, dif- 
ferent dates of distribution, different 
but overlapping groups of beneficiaries, 
discretionary powers of distribution, 
powers of appointment, and different 
contingent remaindermen. It would be 
possible to arrange a long series of ex- 
amples in which it is increasingly difh- 
cult to say with confidence that several 
trusts, rather than one, were created 
solely for tax avoidance purposes. At 
the opposite end of the spectrum are 
groups of trusts which clearly should 
not be considered as created in multiple 
form for tax avoidance purposes, but 
which might be so treated under a 
statutory provision which is too broad 
in its scope. An example of such a 
group of trusts is the creation of three 
trusts, one for each of the grantor’s 
three children, each with discretion in 
the trustee to pay the income to the 
primary beneficiary or accumulate it, 
and with ultimate remainders to the 
issue of the primary beneficiary, or if 
none, with cross-remainders to the bene- 
ficiaries of the other trusts. In such a 
situation the income of all three trusts 
might end up in the hands of the same 
beneficiary, but under normal circum- 
stances that is not the probable result. 

“Two principle problems emerge in 
attempting to draft multiple trust legis- 
lation. The first is in defining the types 
of trusts to which the legislation is to 
apply. The second is in solving the 
administrative problem of imposing on 
a fiduciary a possible tax liability de- 
terminable only on the basis of facts 
not in his possession, and perhaps only 
after he has distributed the assets out 
of which the tax should be payable.” 


Text of Group’s proposal 

The Group proposed a new Section 
in the Code, which is designed, it said, 
“to prevent tax avoidance by the crea- 
tion of multiple tax entities in the form 
of separate trusts to the extent the 
primary beneficiaries of the currently 
accumulated income . .. or taxable in- 
come allocated to corpus of each of the 
separate trusts are substantially the 
same. At the same time, separate trusts 
retain their identity as separate tax en- 
tities if each trust is established for the 
benefit of different primary beneficiaries 
of such income.” 

The text of this proposal on multiple 


trusts is as follows: 
l. “INTER Vivos Trusts. — If a 
grantor establishes at any time or 
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times separate inter vivos trusts, to the 
extent that during any year or portion 
of a year the primary beneficiary or 
beneficiaries of the currently accumu- 
lated income or taxable income alloca- 
ted to corpus of the separate trusts are 
the the total tax 


payable for such year or such portion 


substantially same, 
of a year by the separate trusts on such 
income or such taxable income or both 
as the case may be— 

\. “shall be computed as though 
the separate trusts were one trust with 
respect to such income or such taxable 
income or both for such year or such 
portion of the year except (i) when such 
income or such taxable income or both 
are less than, $2,000; or (ii) when such 
computation produces a tax less than 
the aggregate of the separate taxes 
otherwise payable by the separate trusts 
with respect to the amount so accumu- 
lated; or (iii) when the separate trusts 
three in number and 


do not exceed 


no two of them were created within a 
period of 60 months; and 


B. “the Secretary or his delegate 


shall prescribe by Regulations the 
method of computing the total tax pay- 
able by the separate trusts and may 


require that the income of the separ- 
ate trusts be computed and reported 
in accordance with the same method of 
iccounting or on the basis of the same 
taxable year, or both; and 

C. “the total tax so computed shall 
be allocated and assessed among the 
several trusts in accordance with Regu- 
lations prescribed by the Secretary or 
his delegate. 


) 


2. ““TESTAMENTARY Trusts. — If a 


testator in his will or wills establishes 


separate testamentary trusts, to the ex- 
tent that during any year or portion 
of a year the primary beneficiary 
or beneficiaries of the currently accu- 
mulated income or taxable income allo- 
cated to corpus of the separate trusts 
ire substantially the same, the total tax 
payable for such year or such portion 
of a year by the separate trusts on such 
income or such taxable income or both 
is the case may be— 

\. “shall be computed as though 
the separate trusts were one trust with 
respect to such income or such taxable 
income or both for such year or such 
portion of the year except (i) when such 
income or such taxable income or both 
are less than $2,000; or (ii) when such 
computation produces a tax less than 
the of the taxes 


aggregate separate 


otherwise payable by the separate trusts 


with respect to the amount so accumu- 
lated; and 
B. “the Secretary or his delegate 


shall prescribe by Regulations the 
method of computing the total tax 


payable by the separate trusts and may 
require that the income of the separate 
trusts be computed and reported in ac- 
cordance with the same method of ac- 
counting or on the basis of the same 
taxable year, or both; and 

C. “the total tax so computed shall 
the 
several trusts in accordance with Regu- 


be allocated and assessed among 
lations prescribed by the Secretary or 
his delegate. 

3. “Derinitions.—For the purposes 
of subsection (c)— 

A. “the words “inter vivos trusts,” 
during the lifetime of the grantor, mean 
any trusts established by him, and after 
the the 
trusts established by the grantor during 
aug- 
mented by the terms of his will; and 


death of grantor, mean any 


his lifetime and which are not 


B. “the words ‘testamentary trusts’ 
mean any trusts established by the test- 
ator’s will and any trusts established 
by the testator during his lifetime and 
which are augmented by the terms of 
his will. 

LIABILITY OF FIDUCI- 


ARIES.—A trustee shall not be personally 


4. “PERSONAL 


liable for taxes assessed under this sub- 
section against a trust of which it is a 
trustee to the extent he did not know 
such taxes were payable by such trust 
under this subsection. In determining 
whether a trustee knows that taxes are 
payable under this subsection— 

A. “information received by an 
officer or employee of a corporate trus- 
tee in the course of carrying on the cor- 
poration’s business other than that of 
shall 


tributed to the trustee, and 


administering trusts not be at- 


B. “unless a trustee is acting as 


trustee of one or more trusts created 
by the same grantor under substantially 
identical instruments or of one or more 
trusts established under the will or wills 
of the 


treated as knowing that taxes are pay- 


same testator, he shall not be 


able under this subsection until written 
notice to that effect is received from the 
Commissioner. 


5. “DiscLOsURE OF INFORMATION. — 
The Secretary or his delegate may re- 
quire the grantor of two or more trusts 
or his personal representative or the 
trustee of any trust to furnish informa- 
tion as to such and 


trusts, may re- 


quire trustees of separate trusts to ex- 
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change information in regard to the 
separate trusts to exchange information 
in regard to the separate trusts, to the 
extent necessary to carry out the pur- 


poses of this subsection.” 


Exceptions 

The Group would provide exceptions 
for small trusts, for a small number of 
trusts and for trusts created at widely 
separated times. They explained that 
“the exception from the rule in the case 
of separate inter vivos trusts with iden- 
tical income beneficiaries if the separ- 
ate vivos trusts do exceed 


inter not 


three in number created at 
five-year intervals is designed to take 


care of the situations where the lapse 


and are 


of time has made it undesirable to add 
property to an existing trust. No signi- 
ficant tax avoidance is possible by open- 
ing the door to as many as three inter 
vivos trusts established at five-year inter- 
vals. If a the 
original three trusts, established at five- 


fourth trust is created, 
year intervals, will be consolidated with 
the fourth trust in determining the total 
tax payable by the separate trusts for 
future Also, if are 
established in less than five years and a 


years. two trusts 
third trust is established more than five 
years after the second trust, the three 
trusts For the 
purpose of determining whether sepa- 
rate 


will be consolidated. 


trusts exceed three in number, 
additions made to an existing trust shall 
not be deemed the creation of another 
separate trust. 

“The other two exceptions, which are 
applicable both to multiple inter vivos 
trusts and to multiple testamentary 
trusts, are designed to avoid the com- 
plexity of treating the separate trusts 
as one where the total currently accu- 
mulated income or total taxable income 


allocated to corpus is so small in amount 
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that no significant tax avoidance is pos- 
sible by the creation of separate trusts 
and to prevent the use of subsection (c) 
to reduce the total tax payable by 
multiple. trusts.” 


Trustee’s exemption 


Readers will note the proposed Sec- 
tion contains in (4) an exemption of 
the trustee. The Group explains that 
“the broad exemption from _ personal 
liability given to a trustee who does not 
know that additional taxes are payable 
by his trust is believed essential in 
order to make it safe for a trustee, par- 
ticularly of an inter vivos trust, to ac- 
cept a trust. This exemption, however, 
should not detract from the deterrent 
force of subsection (c) in the field of 
multiple trusts because of the liability 
of the beneficiaries for such additional 
taxes in the event the trust funds are 


not adequate to pay them.” 


Examples of the proposal 


Ihe Group sets out several examples 
of the operation of its proposal: 

“Example 1.—A establishes trust one 
to last for nine years and one day. Dur- 
ing the period of the trust the income 
is to be paid to § or accumulated in 
the discretion of the trustee. On the 
termination of the trust the principal 
and accumulated income are to be paid 
to §S or his estate. On the following day, 
A establishes trust two which is identi- 
cal with trust one except that the ter- 
mination date is ten years and one day 
after its creation. The primary benefi- 
ciary of the currently accumulated in- 
come of the two inter vivos trusts is 
the same and hence the total tax pay- 
able by the two trusts is determined by 
treating the two trusts as one. 

“Example 2.—T in his will gives the 
residue of his estate to a trustee and 
directs the trustee to divide the residue 
into as many equal shares as there are 
children of T who survive him and 
children of T who predecease him leav- 
ing issue who survive him. One of such 
equal shares is to be allocated to each 
living child of YT and each share so 
allocated is to be held in separate trust 
in accordance with a designated pro- 
vision in T’s will. One of such equal 
shares is to be allocated to the issue of 
each deceased child of T and each share 
so allocated is to be held in a separate 
trust in accordance with a designated 
provision in T’s will. The trustee is 
given discretion to pay out the income 
of the separate trust for each living 
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child of T to any one or more of the 
group consisting of such child, such 
child’s issue, and T’s wife, or to accu- 
mulate it. Though T’s-wife is one of 
the primary beneficiaries of the current- 
ly accumulated income of each of the 
separate trusts, the primary beneficiaries 
are not substantially the same. The sepa- 
rate trusts are established primarily for 
the different branches of T’s descendant 
line. Thus each separate trust is a sepa- 
rate tax entity.” 


The wasted deduction problem 

The Group reported that “under ex- 
isting law, deductions which are prop- 
erly allocable to the principal account 
of a trust rather than to the income 
account nevertheless reduce distributable 
net income, so that the benefit of the 
deductions is shifted to the income 
beneficiaries. For example, a trust hav- 
ing $5,000 of currently distributable 
ordinary income and $500 of capital 
gains pays a trustee’s commission charge- 
able to corpus of $1,000. The $1,000 
corpus charge now reduces the distribu- 
table net income, so that the current 
income beneficiary is taxed on only 
$4,000. On the other hand, although 
the $1,000 corpus charge is paid by the 
trustee out of the principal of the 
trust, no deduction is allowed the trus- 
tee for such charge and he must report 
and pay a tax on the $500 of capital 
gain added to principal. This result has 
been severely criticized by fiduciaries as 
improperly depriving the remaindermen 
of tax deductions to which they are 
rightfully entitled. It has been indicated 
that probate law may require the fidu- 
ciary to reimburse the remaindermen 


for the tax benefit of which they are 
deprived by the present statute. 

“According to the legislative history, 
the present provision of the 1954 Code 
was adopted to prevent the wastage of 
deductions which might otherwise oc- 
cur when all the income is distributable 
or distributed. The statute, however, 
goes beyond the declared objective. The 
benefit of corpus deductions is shifted 
to the income beneficiaries even when 
there remains gross income taxable to 
the fiduciary, such for example as capital 
gains.” 

The Group would add to the Code 
definition of distributable net income a 
new rule providing for the exclusion 
of corpus deductions in excess of capital 
gains. ; 

The Group would do this so as 
to carry out the objective of prevent- 
ing the wastage of corpus deductions, 
but at the same time would not shift 
the benefit of these deductions to the 
income’ beneficiaries when _ sufficient 
gross income remains taxable to the fi- 
duciary to absorb them. “Under the 
proposed statute, corpus deductions are 
taken into account in computing dis- 
tributable net income only to the ex- 
tent that they exceed items of gross 
income allocable to corpus and_ ex- 
cluded from distributable net income. 
Thus, in the example given above, the 
trustee would offset the $500 of capital 
gains by $500 of the $1,000 corpus 
charge. The balance of the $1,000 cor- 
pus charge not utilized by the trustee 
to offset income (capital gain) would 
then reduce distributable net income, 
so that the beneficiary would be taxable 
on $4,500.” 





Trust can’t add to basis of assets the 
estate tax it paid because of donor's 
transfer [Certiorari denied]. The tax- 
payer-trust was created in 1921 by trans- 
fer of securities to it. The grantor died 
in 1944 and the trust paid additional 


estate tax assessed on the ground that 
the transfer was in contemplation of 
death. It paid the tax because unde 
the will and applicable state law the tax 
was apportioned among the heirs. In 
1948 the trust sold some of the stock 
received upon creation in 1921. The 
Second Circuit agreed with the Tax 
Court that the basis may not be in- 
creased by the estate tax paid. If so, the 


entire estate tax might bé paid by the 
beneficiaries of an estate and recoupled 
by depreciation or amortization allow- 
ances or upon sale. It should be left to 
Congress to provide such a means of 
avoiding tax. Bache Trust (Michel, 
Trustee), cert. den., 5/6/57. 


Payment in lieu of share of future 
profits was part of the gross estate and 
also taxable income. On the death of a 
partner, his executor and_ beneficiaries 
agreed to accept $12,600 as interest on 
the capital account, and $10,000 in lieu 
of all future profits. The court holds 
that these items were income in respect 
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of a decedent and properly taxed, as 
ordinary income, to the beneficiaries. 
The court also holds that these pay- 
ments were includible in the gross estate, 
since they represented the fair market 
value of these claims at the date of 
[Apparently a deduction for 
estate tax paid would be allowed to the 
person paying income tax. Ed.] Mandel 
Estate, DC N. Y., 4/5/57. 


death. 


Goodwill not part of a gross estate 
where contrary to partnership agree- 
ment. The partnership agreement pro- 
vided that a deceased partner's interest 
would be computed without any addi- 
tion for goodwill. The court holds that 
it was improper for the Commissioner 
to add goodwill in valuing the partner- 
ship interest in violation of the express 
provision of the agreement. Mandel 
Estate, DC N. Y., 4/5/57. 


No deduction for estate income though 
beneficiary's will gave it to charity. 
Decedent and had re- 
ciprocal wills, each providing that the 


his wife had 


entire estate go to the spouse, or if not 
surviving, to charity. Decedent’s wife 
died nine months after him, while his 
estate was in probate. The executor 
claimed a charitable deduction for the 
income payable to the wife’s estate on 
the ground that it was irrevocably com- 
mitted to charity. The court holds that 
the statute plainly contemplates that the 
contribution must be the result of a 
charitable intent expressed in the will. 
Lykins Estate, DC Calif., 3/28/57. 


Trust is discretionary; undistributed in- 
come taxed to trust. The court finds 
that the was dis- 


income of a trust 


tributable at the discretion of the 
trustees. It follows that the trust, and 
not the beneficiary, taxpayer here, is 
liable for the tax on trust income not 
distributed in the year earned. The tax 
years involved were 1947 and 1951. Dick- 
son, DC Fla., 5/23/57. 


TA a my ni mn! 


Grantor-life-beneficiary not taxed on 
undistributed gains of trust [Acquies- 
cence|. Taxpayer who was grantor, life 
beneficiary, and co-trustee of an irrevoc- 
able trust is not taxable on the non- 
distributable capital gains even though 
she had a limited right to invade corpus. 
\fter analyzing the trust indenture, the 
court says it is unable to conclude that 
“the benefits directly or indirectly re- 
tained by the grantor blend so im- 
perceptibly with the normal concept of 


full ownership that the grantor after the 
trust has been established may still, for 
tax purposes, be treated as the owner 
of the corpus.” Solomon Estate, 27 TC 
426, acq., IRB 1957-21. 

State court’s retroactive reformation 
simply to reduce tax not binding. A 
trust was set up for the benefit of the 
grantor’s wife, son, and daughter. The 
Commissioner contended only one trust 
existed. While the case was docketed 
in the Tax Court, the trustees in 1953 
petitioned the local state court for a 
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reformation of the trust instrument to 
express the grantor’s intent to create 
three separate trusts. This was granted 
nunc pro tunc. The Tax Court refused 
to give retroactive effect to the reforma- 
tion decree. This court affirms. The only 
purpose of the reformation was to re- 
duce tax and the national revenue can- 
not be subjected to such action by state 
courts. The reformation of instruments 
is a power of equity and must be used 
equitably. No retroactive effect can be 
given to this reformation. Straight 
Trust, CA-8, 6/7/57. 


ew estate & gi decisi 


Decedent’s will gave community prop- 
erty to son; widow’s acceptance a gift 
Under her 
band’s will, taxpayer was given a $35,- 


[Non-acquiescence}. hus- 
000 bequest plus a life interest in the 
residue. However, the husband treated 
community property as his own and in- 
cludible in this residue. When taxpayer 
elected to take under the will rather 
than to take her share of the community 
property, the court holds, she made a 
gift to her son, the remainderman of the 
trust. The Commissioner’s non-acquies- 
cence relates to the court’s holding that 
the value of the gift is to be reduced by 
the value of all interests in both her and 
her husband's shares which she retained 
under the will. Siegel, 26 TC No. 91, 
non-acq., IRB 1957-17. 


Withdrawals from estate without court 
illegal; 
Under the terms of the will of decedent’s 


decree not no claim arises. 
husband she was to be sole beneficiary 
if she survived distribution of the estate; 
if she did not, their children would be 
beneficiaries. Decedent served as execu- 
her husband's 
death in 1939 until her death in 1951. 
During this time she repeatedly made 


trix from the time of 


substantial withdrawals from the estate 


without obtaining a decree therefor 
from the probate court. However, the 
court would have been obligated to 


confirm the withdrawals, so no de- 
ductible claim arises against her estate 
because of her administration of her 
Howells, DC Utah, 


hushand’s estate. 


4/16/57. 


Gift by 92-year-old man in contempla- 
tion of death. Although only 92 years of 
age, decedent wasn’t able to get around 
the way he used to. He required a nurse 





in attendance 24 hours a day and was 
suffering from several severe ailments. 
About three months before he died he 
made a cash gift of $30,000 to his house- 
keeper. The Tax Court agreed with the 
Commissioner that the gift was in con- 
templation of death. Henry Estate, TCM 
1957-79, 5/17/57. 


Will construed to require taxes to be 
paid out of inter vivos transfers; chari- 
table bequests increased. Decedent's will 
provided “it is my desire” that death 
taxes arising out of inter vivos transfers 
included in the gross estate be paid out 
of the property transferred and not out 
of the residuary estate. The residual was 
bequeathed to charity. Dicta in Minne- 
sota cases is construed as imposing a 
legal obligation on the transferees for 
the payment of estate taxes. According- 
ly, the charitable bequest is not reduced 
by taxes. Hill Estate, (Goodson, Exr.) 
DC Minn., 5/6/57. 


Can’t bring suit to quiet title to deter- 
mine estate tax. Plaintiffs received cer- 
tain property in a transfer from a de- 
cedent about five years before his death. 
Alleging that the U. S. is about to assert 
an estate tax lien against the property, 
they bring this suit to quiet title. A 
Federal statute specifically prohibits de- 
claratory judgment actions involving 
Federal taxes. Since this suit is in the 
nature of such an action, the court dis- 
misses. Gordon, DC Calif., 5/3/57. 


No marital deduction for property wife 
could sell; unsold assets must go to 
children. The estates of both husband 
and wife were before the court. In the 
husband’s will he bequeathed the resi- 
dual of his estate to his wife with un- 
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limited power to sell assets during her 
lifetime, but with the requirement that 
assets undisposed of at her death be 
children. A 
Florida court held that the will created 


willed by her to their 
only a life estate in the wife. This court 
agrees and adds that even if the provi- 
sion be construed as a power of appoint- 
ment in the wife it is a limited power. 
Therefore the bequest does not qualify 
for the marital deduction. As a conse- 
quence of this holding, the court finds 
also that the property subject to a life 
includible in the wife's 
gross estate. Cass, DC Fla., 4/5/57. 


estate is not 


Retained interests in notes valued. In a 
brief opinion in which few facts are 
given the court confirms the Commis- 
sioner’s valuation of certain notes in de- 
cedent’s gross estate. Apparently de- 
cedent had given away an undivided 
fractional interest in these notes during 
her lifetime, but had not given the 
assignees a preferred claim. Therefore, 
the value of her retained interests is the 
same proportion of face amount as the 
total value of the notes is of total face 


amount. Howells, DC Utah, 4/16/57. 


Charitable deduction allowable though 
unpaid taxes may reduce bequest [Ac- 
quiescence]. Decedent’s will provided 
for a trust for the benefit of his wife 
with powers of invasion and appoint- 
ment. The residuary estate was left in 
trust to certain charities, and all death 
taxes were to be paid out of this trust. 
inheritance tax on _ the 
$24,000, but 


reserved the 


Pennsylvania 


widow's trust was only 


Pennsylvania authorities 
right to collect an additional tax in the 
event the widow failed to appoint the 
remainder, so that it would go to chari- 
ties not exempt from the Pennsylvania 
tax. The charitable deduction was 
allowed, but since additional Pennsy- 
vania inheritance taxes might ultimately 
be due and payable out of the resi- 
duary trust, the deduction is reduced by 
the possible amount of such State taxes. 
Brooks Estate, 27 TC No. 30, ac q. IRB 
1957-17. 


Wife’s invasion power qualifies for mar- 
ital deduction [Non-acquiescence]. Dece- 
dent left the residue of his estate in trust 





Notes on new estate and gift de- 
cisions in this department are by 
Theodore Berger, LL.B., CPA, who 
practices in Chicago. 
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and provided that his wife could invade 
corpus if she should require additional 
sums, and that “she and she alone shall 
be the judge of how much shall be re- 
quired.” The Tax Court held that the 
wife held a general power of appoint- 
ment over the trust which qualified for 
the marital deduction. Ellis Estate, 26 
TC 694, non-acq., IRB 1957-21. 


Transfer in trust within month of death 
not in contemplation of death [Acquies- 
Decedent intervivos 
benefit of 
her children less than one month prior 


cence]. made an 


transfer in trust for the 
to her death and at a time when she 
knew death was not far away. The court 
held this was not made in contempla- 
The 


planned on the transfer a long time 


tion of death. decedent had 
prior to the date it was effected and 
children 
advised her to wait. Casey Estate, 25 TC 
101, acq., IRB 1957-21. 


delayed solely because her 


Waiver of community property rights 
as gift [Non-acquiescence]. In 1928 the 
husband transferred community prop- 
erty to a revocable trust with income 
payable to himself for life, then to his 
wife for life, with the remainder to be 
distributed. Upon his death in 1948, his 
wife chose to abide by the terms of the 
trust and accepted the income, thus 
waiving her community-property — in- 
terest in the principal. The Tax Court 
held this was a taxable gift to the re- 
mainderman. The Commissioner’s non- 
acquiescence relates to the court’s. hold- 
ing that the value of the gift is to be 
reduced by the value of all interests re- 
tained by the wife in both her and her 
husband’s share of the community prop- 
erty. Non-acquiescence also relates to a 
second issue with respect to an insur- 
ance trust. Since the wife did not have 
any community-property interest which 
could be asserted against the insurance 
proceeds, she could not be treated as 
having made a gift. Moran, (Chase Nat’! 
Bank, Trustee and alleged Transferee), 
25 TC 617, non-acq., IRB 1957-17. 


Husband’s power to invade trust held 
inoperative; other interests can be 
valued for gift tax. Taxpayer created a 
trust for the benefit of her children, but 
the trust instrument included a_provi- 
sion that the trustee had unlimited dis- 
cretion to pay corpus to her husband. 
Taxpayer introduced evidence to show 
that the provision was never intended 
to be effective. Her husband was 78 


years-old and had ample resources. ‘The 
trust instrument provision was inserted 
as a token to show her affection. A state 
court action confirmed this statement of 
the taxpayer’s intention. Without de- 
ciding the weight, if any, to be given 
the state court decree this court believes 
the taxpayer and holds the provision 
for the husband ineffective. As a result, 
the gift to the children becomes ascer- 
tainable and 


subject to gift-splitting 


between taxpayer and her husband. 


O'Connor, DC Neb., 4/11/57. 


Trusts for grandchildren were future 
interests; beneficiaries had no immediate 
right to corpus. Taxpayer created five 
separate trusts, one for each of his 
grandchildren. The children’s parents 
were trustees. The trustees had discre- 
tion to use income or corpus during the 
minority of a beneficiary for his educa- 
tion, support, health or welfare. The 
trusts were to terminate when the bene- 
ficiary reached age 21, but if he died 
during minority the corpus would pass 
to his next of kin. The court finds that 
since the trustee-parents had sufficient 
means to support the children comfort- 
ably there was no present right to de- 
mand payment of the corpus to the 
beneficiaries. Accordingly the gifts were 
future interests and the taxpayer is not 
entitled to the five $3,000 exclusions 
claimed by him. [1954 Code Section 
2503(c) specifically provides that certain 
gifts in trust for a minor qualify for the 
exclusion.—Ed.] Goehner, 28 TC No. 57, 
5/29/57. 


Gift of U. S. bank account by non- 
resident taxable; gift made when un- 
blocked. The donor, a citzen and resi- 
dent of Denmark, told his son in 1940 
that he was giving him a bank account 
in a New York bank. Because of the 
Nazi 
acknowledgment of the gift but in 1945 
told the bank to make the transfer. The 
bank, however, was not authorized by 
the Office of Alien Property to make the 
transfer until 1949. The Court finds the 
gift was completed in 1949 and is sub- 


invasion he made no _ written 


ject to gift tax under the 1939 Code. 
The estate tax law specifically exempts 
U. S. bank 
aliens. While the estate and gift tax laws 
are usually to be read together, this 


accounts of nonresident 


specific exemption cannot be read into 
the gift tax law. [The 1954 Code specifi- 
cally exempts gifts of intangibles by 
nonresidents not doing business in the 
U. S.—Ed.] Jorgensen, Ct. Clms., 5/8/57. 
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NEW DEVELOPMENTS IN. 


Tax policy & legislation | 


FOR PRACT 





How progressive rates, local tax problems, 


lack of taxpayer ethics impede tax reform 


aR IT SEEMS as though all 
popular discussion of taxes is emo- 
“soak the rich” 
the “Communist 


tional—either or abolish 
income tax.” The 
thoughtful practitioner who sees every 
day how tax rules warp normal business 
and family planning would be happy to 
see the high rates cut but he also knows 
that demand for public expenditures for 
schools, medical re- 


defense, highways, 


search and care and other important 
reasons is in large part justified and de- 
sirable. A cool-headed discussion balanc- 
ing both points of view appeared in a 
recent issue of Challenge, NYU's popu- 
lar pocket-sized magazine on economic 
Rudick, Mabel Walker 


Vickery, others, 


affairs. Harry 
and William 
tackled various policy aspects of the 
Vickrey, 


Columbia, 


among 
tax problem. Mr. Professor 
of Economics at discussed 
what is generally referred to in sophisti- 
cated circles as “erosion of the tax base.” 


This is what he said: 


Effective tax rates 


Only a small minority of the upper- 
bracket taxpayers bear net tax burdens 
that are anything like what the nominal 
rates would suggest. In 1951 it was 
found, for example, that taxpayers with 
adjusted gross incomes of over a million 
dollars paid an average effective rate of 
only 48% 


ing such 


of reported income, not count- 
items as tax-exempt interest, 


depletion allowances, or other nontax- 


able income. The nominal rates on such 
income would have produced a tax bill 
of over 85%. The situation is no better 
now. 

How did we get into such a position? 
In the United States, as in many other 
countries, extreme progressive rate sched- 
ules are the relics of wartime finance. 

But with heavy revenue requirements 
continuing into peacetime, it has proved 
politically impossible to reduce these 


level. 
Democratic and Republican administra- 
tions alike have shrunk from appearing 


top rates to a more reasonable 


to favor the rich in their tax-reduction 
programs. At the same time, the growing 
look of permanence about the high rates 
and the relaxation of wartime fervor 
and pressures have led to widespread 
adaptations which minimize the impact 
of high rates. 

The result is a great pretense of pro- 
yressivity, but this progressivity is in- 
validated by the increasingly generous 
provision of loopholes. 

The problem of loopholes is not con- 
fined to the top-income classes, though 
it is there that the situation is aggra- 
vated by the extremely steep rates. 


Inequities are cited 

There is no particular merit, for ex- 
ample, in permitting the motorist to de- 
duct his gasoline taxes and even his 
license fees, (particularly as these funds 
are largely used to provide him with 
roads), while the person who rides a 
taxi, bus or train can take no deduction 
for the corresponding taxes which he 
pays indirectly. Indeed, if he uses public 
transportation for long trips, he pays a 
Federal transportation tax in the bar- 
gain, which he is not allowed to claim 
as a deduction. Similarly, the home own- 
er not only does not pay a tax on the 
“imputed” income that he derives from 
his equity in his home (and which is the 
counterpart of the cash income he would 
have derived and paid tax on had he 
invested in securities and used the pro- 
ceeds toward rent) but, in addition, he 
is allowed to deduct property taxes on 
his home, while the person renting a 
house or apartment gets no comparable 
tax allowance. The large number of “co- 
operative” luxury apartments to be 
found along Park Avenue and in other 


high rental areas of New York City does 
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not indicate, any special 
fondness of the inhabitants for the co- 
Rather, it reflects 
the advantages of paying a large part of 
one’s rent with tax-free money. 

These various deductions, 
from the arbitrary and _ inequitable 
through more defensible ones (such as 


necessarily, 


operative principle. 


ranging 


those for charitable contributions and 
abnormal medical expenses), amount in 
the aggregate to a sizable sum. National 
income estimates of the Department of 
Commerce for 1955 show personal in- 
comes of individuals amounting alto- 
gether to 303 billion dollars. Only about 
125 billion dollars of this sum is esti- 
mated to be actually subject to the indi- 
vidual income tax. Of the remaining 
178, 101 billion dollars perhaps can be 
accounted for by personal exemptions, 
including income accruing to persons 
below the exemption limit and not fil- 
ing returns. 77 billion 
dollars which could, in theory, 


There remains 
be made 
this sum could be 
income tax 
rates could be reduced from the present 
range of 20 to 91% to 13 to 56%. 


subject to tax. If 


brought into the tax base, 


Unrealistic reduction 


of course, 
Some of the 77 billion 
dollars represents income that is either 
underreported or not reported at all, 
and even with improved administration 


But such a reduction is, 
hardly realistic. 


and the reduced incentives for evasion 
that would come from lower rates, some 
evasion is likely to continue. Some of 
the 77 billion dollars represents deduc- 
tions that seem warranted to many tax- 
payers, even if such allowances mean 
higher rates—for example, additional ex- 
emptions for aged and blind persons and 
for charitable contributions. Even so, if 
reform were limited to the restoration 
to the tax base of only those items such 
as nonbusiness tax deductions, imputed 
rent, and so on, it would seem possible 
to increase the yield of the income tax 
at present rates by as much as one- 
fourth, or, conversely, to lower the rates 
proportionately to a range of 16 to 71%. 

Reasonable as such changes might ap- 
pear, prospects for anything of the sort 
seem dim indeed, judging from the past 
history of the income Benefici- 


aries of particular provisions are often 


tax law. 


well organized in pressure groups of one 
sort or another, and the advantages of a 
special allowance are often much more 
vivid than the more thinly spread rate 
increase to offset the revenue loss. 


Moderate efforts to secure an equit- 






















. 


































Rife tt + 
+) 





THINS Lhe 


ok 


Popo 


VIB era 


z 


94 e 


The Journal of Taxation 


able tax system with a sane degree of 
progression are likely to be frustrated, 
first, by the tendency of the advocates 
of steep progression to rest content with 
the appearance rather than the sub- 
stance of progression, and second, by the 
(possibly quite realistic) fears of upper- 
bracket taxpayers and their spokesmen. 
After all, while loopholes once closed 
might remain closed, it is much more 
difficult to ensure that rates once low- 
ered won't start upwards again. And, as 
long as the loopholes stay, the burden 
cannot get much worse, since no one is 
going to put the rates up to over 100%. 
With loopholes gone, the wealthy would 
be much more vulnerable to progressi- 
vitis. Their enthusiasm for any such 
“deal” is, therefore, likely to be luke- 
warm. 

If nothing is done, we can expect to 
continue to see large sums spent on “‘tax- 
perts” to guide the taxpayer to the near- 
est loophole; to see taxpayers buying 
houses for the sake of the tax advantage 
when they would normally be better off 
renting and preserving their mobility; 
and to see people encouraged by just 
another straw’s weight to add their car 
to the growing congestion of our down- 
town streets rather than use public trans- 
portation. More seriously, the growing 
awareness of the jerry-built patchwork 
of the tax may lead to less and less will- 
ingness on the part of taxpayers to com- 
ply in full with its provisions, and 
greater and greater readiness to resort 
to dubious tax-reducing devices. The 
question is, can we do something about 
this situation? Or have we maneuvered 
ourselves into a position where it is poli- 
tically impossible to carry out any fun- 
damental improvements? 


Upheaval in local tax patterns 
Another article which appeared in the 
same issue of Challenge was written by 
Mabel Walker, 
Tax Institute, Inc. Discussing the latest 


Executive Director of 
developments in local taxation, she said: 

Cities as well as suburban and rural 
governments are now feeling the impact 
of momentous economic changes, which 
frequently thrust upon them great finan- 
cial burdens they are powerless to meet. 
New trends in transportation, housing, 
industrial-plant location and _ retailing 
are producing fiscal headaches for the 
central cities, for the cities are losing 
their relative share of population, in- 
dustry and trade, and thereby also of 
taxpaying potential. When there is any 
replacement of the outgoing population, 
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it is likely to be by newcomers with 
lower income status. 

demands for  govern- 
mental services in the central cities in- 
crease substantially; and demands for 


Meanwhile, 


governmental services in fringe areas 
skyrocket as rapidly growing sections 
find it necessary to provide water and 
other 
costly capital improvements. Such de- 


sewerage facilities, schools and 
mands must be met, however imperfect- 
ly, in addition to vastly increased oper- 
ating costs. 

Underlying the problem of finding 
new revenue sources is the troublesome 
factor of illogical and overlapping gov- 
ernmental units. The financial problem 
would be difficult enough, even within a 
framework of local governments stream- 
lined for today’s needs; without such a 
structure it becomes extremely baffing. 
Cities today are forced to demand direct 
financial aid from the states and more 
power to raise money locally. 


Property tax insufficient 

Local governments derived their tax 
revenues almost entirely from property 
taxes until very recently, and they still 
get approximately 85% of local tax 
money from this source. 

For 100 years or so, the property tax 
was a heavy revenue producer, constant- 
ly yielding more revenue as cities grew 
rapidly and as wealth increased in the 
country. But the wealth of the country 
came more and more to be represented 
by intangible personal property, and 
more and more it became possible for 
taxpayers to avoid taxes on such prop- 
erty. 

About 30 years ago, the rapid growth 
of the cities began to slow up, and in- 

values were no 
take care of the 
rapidly expanding revenue needs of the 
cities. 


creases in real-estate 


longer sufficient to 


Nevertheless, there is every reason to 
believe that the property tax will con- 
tinue to be a major revenue producer 
for local governments for many years 
to come. It is important, therefore, to 
give thought to some unfortunate effects 
of supreme reliance upon this tax. There 
is a growing tendency to evaluate new 
homes, new industries and various types 
of development mainly in terms of the 
property tax. Such measurements are re- 
sulting in “snob zoning” in some sec- 
tions, as more prosperous communities 
try to bar families of moderate income 
because the education of their children, 
and the other governmental services ren- 


dered to them, will cost more than the 
taxes that can be collected on their 
property. Under the harsh pressure of 
circumstances, new local finance patterns 
appear to be emerging more from the 
crucible of actual experimentation than 
from detached and scholarly research. 


Flat-rate taxes 


The most important new local tax is 
the flat-rate tax on income and profits. 
It came upon the scene rather fortui- 
tously in the late 1930s, when Philadel- 
phia, confronted with a fiscal problem 
of great magnitude, hit upon this tax as 
a device that would be within its con- 
stitutional and statutory powers. Opin- 
ion differs concerning the fairness of the 
tax, but it is at any rate more equitable 
than the sales tax. 

The cities 
made wide use of service charges. Sewer 


hard-pressed have also 
rentals, refuse-collection charges, water 
rates and parking meters are some of the 
more widely used service charges. 

A relatively new phase of this devel- 
opment is the intergovernmental service 
charge. Some of the more acute problems 
in fringe areas center around water 
supply and sewage disposal. Because of 
the heavy capital investments in such 
services, and the economy and efficiency 
made possible by providing them over 
a large area rather than on a piecemeal 
basis, some central cities are providing 
water and sewerage to outlying areas. 
Fire and police protection and planning 
services are also sometimes provided to 
the surrounding communities by central 
cities. 


A costly privilege 

A privilege tax on urban motorists 
is being increasingly advocated. It is 
aragued that urgan motorists cause a 
great deal of the traffic congestion, safe- 
ty hazards, air pollution, noise and other 
undesirable effects; that they are a cost- 
ly burden to the city and a disruptive 
that, 
have weakened mass-transit support so 


influence; and moreover, they 
that cities have been compelled to sub- 
sidize such facilities heavily. 

The use of the city streets by a pri- 
vate car therefore is a privilege, which 
can be enjoyed by only a limited por- 
tion of the population. Those persons 
enjoying this privilege, it is argued, 
should pay some special tax for it. Such 
a tax should preferably be at a higher 
rate for the nonresident. Although privi- 
lege taxes of this nature have not yet 


been tried, there is such an increasing 
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number of suggestions along these lines 
that it seems reasonable to anticipate 
something of the sort. It may come in 
the form of an annual license fee for 
residents, coupled with an entrance toll 
on main highways for nonresidents, or 
it may take other forms. 

carried on 
various other local taxes. Some— 


Experiments are being 
with 
sales and gross-receipts taxes, for exam- 
ple—are productive and in the very large 
cities can be administered reasonably 
well; but they affect business enterprise 
and have far less relation to taxpaying 
the flat-rate 
sales taxes can 


ability than income tax. 


Moreover, be, and un- 
doubtedly are, largely avoided by com- 
muters from other governmental units. 

Other forms of experimental taxes, 
such as local admissions taxes on theatre, 
sport and other amusement tickets, have 
worked well and are being used by a 
number of cities. A tax on hotel rooms 
is imposed in a few places, but the rev- 
enue from it does not amount to much. 


Ethics for taxpayers 


Ethics for taxpayers, a subject of much 
concern in some popular magazines, was 
treated professionally in Challenge by 
Harry J. Rudick, of the New York City 
law firm of Lord, Day & Lord, and pro- 
law at NYU School of Law. 
Here is a condensation of his cogent re- 


fessor of 


marks. 

Without a doubt, there is a consider- 
able income tax cheating today; there 
probably always has been. And while 
there is no way to measure just how 
much, I would guess that the revenue 
lost as a result of premeditated tax de- 
ceit is greater than at any other time in 
our history, despite the fact that we 
have a withholding tax on wages. Nat- 
urally, the very high rates of tax have 
spurred tax chicanery as well as tax 
avoidance. 


The tax cheater 

Thus, we have waiters and taxi driv- 
ers who fail to report all their tips, doc- 
tors and others who do not deposit or 
report all the fees they receive, mer- 
chants who do not deposit or report all 
the sales they make, individuals who 
claim deductions for imaginary contri- 
butions and nonexistent dependents, 
people who do not report interest on 
savings accounts or bond coupons, and 
so on. 

Few of these tax cheaters are high- 
bracket taxpayers. To them, therefore, 
the concealed tax liability may be con- 


sidered picayune, small enough to be 
reconciled with their conscience. Per- 
haps the concealment is also justified by 
the belief that Congress has offered en- 
trepeneurs and some high-bracket tax- 
payers legitimate means of avoidance. 
Whatever the justification or rational- 
ization, tax cheating can be considered 
unethical, 
enough, a crime against society. 


immoral and and, if bad 

The question of how far a man is 
morally entitled to go to cut down his 
income tax liability is troublesome. But 
I have finally reached the conclusion 
that 


dones, indeed encourages, tax avoidance, 


when Congress consciously con- 
the taxpayer has every right, moral as 
well as legal, to avail himself of the Con- 


gressional bounty. 


Burden of criticism 

I do not say he is a fool if he does 
not take advantage of the opportunity; 
but I do say that he is not to be cen- 
sured if he does. The burden of criti- 
cism must be left at the doorstep of the 
legislature. 

If the Congress chooses specifically to 
exempt from tax the interest on state 
and municipal bonds, an immunity for 
which there is doubtful justification, the 
rich man does not play the rogue by in- 
vesting in such bonds. Rather, it is the 
legislature which plays the fool. 

If a corporation, owing a warehouse 
for which it paid an inflated price, sells 
the property at a loss in a bona fide sale 
and then leases it back under a bona 
fide lease to cut down the income tax 
which the corporation must currently 
pay, are the directors of the corporation 
to be adversely criticized? They are per- 
forming their duty to their stockholders, 
producing for them the maximum re- 
turn legally permissible on the stock- 
holders’ investment. Should 
taken to task for it? 

Suppose an individual who has decid- 


they be 


ed to make a contribution to a charit- 


able institution makes it in property 


which has enhanced in value, rather 
than in cash, and thus escapes tax on 
the enhancement. Is he to be censured? 

The answers to some, but not all, of 
these questions seem reasonably clear. In 
general, it seems to me that there is 
nothing ethically wrong in avoiding tax 
when the legislature with its eyes open 
has offered the means of such avoidance. 

But where the offer is unintentional, 
the justification for avoidance is not so 
easily found, nor is the attempt often 


successful. Where the avoidance is an 
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attempt to inequitable 
statute, one which is unduly harsh, the 
easily vindicated. But 
where there are no such extenuating Cir- 


overcome an 


avoidance is 


circumstances exoneration is 


difficult. 


present, 


Benefits and loopholes 


Congress, despite prodding by the 
Treasury, has not acted with much 
alacrity in closing up loopholes. Re- 
cently the House Ways and Means Com- 
mittee received a report listing 28 unin- 
tended benefits and loopholes offered 
taxpayers by the 1954 Internal Revenue 
Code. It is virtually certain that not all 
of the loopholes called to the Commit- 
tee’s attention will be stopped up by any 
bill reported out of Committee; and if 
precedent is a guide, the Committee’s 
somewhat diluted bill will be further 
watered down after it runs the gamut of 
the Senate Finance Committee. 

With so many legal avenues open, tax 
avoidance is hardly a reflection on the 
tax avoider. People being what they are, 
they will pay no more than they legally 
owe, and I believe there is nothing ethi- 
cally or morally reprehensible in this. 
Rather, the fault is to be traced to Gov- 
ernment officials and legislators who con- 
tinue to advocate and adopt a tax-rate 
and 


reaches such high levels that they find it 


progression which is so steep 
necessary to resort to special tax conces- 
sions to make the economy more viable 
than would be possible were there no 


relief from the highest rates. 


Other suggested measures 


There, are other measures which, if 
adopted, would materially reduce tax 
cheating. For one thing, we could re- 
quire savings banks and other institu- 
tions which credit or disburse interest 
income to withhold tax on such income. 
Similarly, corporations distributing divi- 
dend income could be required to with- 
hold tax on such distributions. Taxpay- 
ers who receive large amounts of income 
in the form of cash could be subjected 
to more careful scrutiny. Violations of 
the law could also be prosecuted more 
vigorously. 

Ours is largely a “system of taxation 
by confession,” as the late Robert H. 
Jackson, Justice of the Supreme Court, 
pointed out. Once the notion becomes 
prevalent that tax avoidance is a slight, 
excusable sin—and this notion may well 
spread if we go on giving special favors 
to certain groups—the system is in dire 
danger. w 
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Pelion Steel: Another blow at planning 


for closely held corporation 


I’ A CLOSELY held business is going 
to avoid stagnation it must be able 
to bring new, younger management 
into control as its founders age. Prac- 
tically speaking that means it must find 
some way to let the new generation 
buy in as the older generation is bought 
out. Tax men who had thought that 
their clients had sound tax-protected 
plans for achieving this have been 
greatly disturbed by two recent cases 
involving insured buyout plans. 

The Prunier case was analyzed in 
these columns last month by an insur- 
ance expert who concluded that that 
case was not a threat to a soundly con- 
ceived and carefully executed buyout 
plan funded by corporate insurance on 
the lives of the stockholder-officers. 

The second case, Sanders, arose in a 
Utah district court; like Prunier, it 
found the stockholders taxable on in- 
surance premiums paid by the corpora- 
tion. (See comment on page 68, this 
issue.) 

Now here is the third case, Pelton, 
28 TC No. 20, one in which the Tax 
Court upheld the accumulated earnings 
tax against a company that paid no 
borrowed 
heavily to redeem the stock of the 80% 


dividends in the year it 


owners who wanted to retire. This case 
is a hazard for all buyout plans, insured 
or not. 

The emphasis these courts laid on 
the benefits to the stockholders and 
their almost complete disregard of the 
corporate business purposes is what 1, 
disturbing. Not until the circuit courts 
speak can we be sure that this change 
is merely, as we believe, a temporary 
abberation, not a new direction. 

Next month, we hope to make a few 
remarks about the burden of proof un- 
der Section 534 as the Tax Court sees 
it. This is important because in many 
business plans a little arithmetic may 


convince you that carrying out the plan 
is worthwhile even if 534 tax is as- 
sessed, and, if the burden-of-proof rules 
really do make it easier to defend 
against a 534 assessment, the proper 
course may be to. proceed regardless of 
534. 

For example, in the Pelton case the 
534 tax assessment at issue is about 
$70,000; if the entire earnings for the 
year had been paid out in dividends 
the 60% stockholder would have had 
some $102,000 more income tax but his 
capital gains tax would have been about 
$30,000 less, a net of $70,000. Of course 
these two $70,000 amounts are not 
simple equivalents but when dividends 
tax on other stockholders not being 
bought out is considered, it may well 
be that this is the kind of situation in 
which the risk of 534 was foreseen and 
deliberately run. And the final answer 
is not yet in; the higher courts may well 
decide no penalty tax is due. 

But to return to the issue that has 
the most far-reaching implications: was 
the purchase and retirement of its own 
stock a corporate business purpose? 
This was the first issue discussed in the 
Tax Court’s lengthy opinion. 


Reasons for accumulation 

“The principal issue presented is 
whether the respondent correctly deter- 
mined, within the purview of Section 
102 of the Internal Revenue Code of 
1939, that petitioner, during its fiscal 
year, 1946, was availed of for the pur- 
pose of preventing the imposition of 
surtaxes upon its shareholders by _per- 
mitting earnings and profits to accumu- 
late in the amount of $209,731.58 instead 
of dividing and distributing all or a 
part of them. 

“Petitioner supports its contention 
that the accumulation of its earnings 
and profits for 1946 was necessary and 


reasonable on two grounds: first, that 
the decision to declare a dividend was 
justly deferred until the end of the fiscal 
year because of general economic un- 
certainties and that by the time the 
fiscal year had drawn to a close a plan 
Ehne-Fawick 
transaction) had been adopted, as an 
allegedly necessary and reasonable need 
of the business, which—as constituted— 
entirely foreclosed any dividend decla- 
ration or payment; and secondly, that 
in addition to and _ notwithstanding 


of recapitalization (the 


this, the accumulation was necessary 
and reasonable to provide for the addi- 
tional improvements to its plant and 
facilities which were made up to and 
including 1954. 

“The pressing business need which 
petitioner advances in support of its 
first ground is that the Ehne-Fawick 
deal was essential to the preservation 
of its corporate existence. That is, pe- 
titioner argues, Ehne’s decision to sell 
petitioner’s assets (or, at least, his and 
Fawick’s combined 80% interest there- 
in) placed the successful operating poli- 
cies with its employees and customers, 
which had been developed largely 
through the efforts of Slichter, its vice 
president and holder of a 20% interest 
in the company, in jeopardy if, as it 
might have happened, some large out- 
of-town company had become interested 
and, by its purchase of said controlling 
interest, had made petitioner a_ so- 
called “captive foundry.” Because 
Slichter, whose plan Ehne approved, 
was concerned about retaining peti- 
tioner as he knew it and keeping the 
key employees together, argues peti- 
tioner, it was desirable from an_ eco- 
nomic and business standpoint to give 
the junior owner (Slichter) a chance to 
buy out the senior owner (Ehne, with 
whom Fawick was joined). Petitioner 
then closes its argument with the dual 
assertion that, on the one hand, the use 
of business assets to buy out retiring 
shareholders of a small, closely held 
corporation is a standard and accepted 
business practice (relying on Dill Man- 
ufacturing Co., 39 BTA 1023 (1939) and 
Gazette Publishing Co., 103 F. Supp. 
779 (DC Ark., 1952)) and, on the other 
hand, that there was no other feasible 
way to accomplish the desired end ex- 
cept to let the junior owner risk thin- 
ning down the corporation by using its 


assets for the purchase. 

“It is respondent’s position that the 
purchase and retirement by petitioner 
of 80% of its own outstanding stock 
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did not constitute a reasonable business 


need of its own, but rather suited the 


personal or business needs of its share- 
holders; and that the evidence compels 
that the 


the conclusion interdicted 


statutory purpose was present in the 


redemption scheme. Respondent notes, 
in support of his contentions, that only 
the 


theoretical harms) have 


theoretical benefits to itself (or 


avoidance of 
been claimed by petitioner; whereas, 
very real and immediate personal bene- 
fits were realized by its controlling 
addition, signifi- 


benefits also inured to Slichter to 


shareholder, and, in 
cant 
be realized in the future. Furthermore, 
respondent argues, the substance of the 
transaction could have been accom- 
plished with the prior declaration of a 
dividend, which procedure was _ not 
adopted because of the tax consequences. 
Respondent's position is that, after the 
declaration of a dividend, petitioner’s 
issets and surplus would have been de- 
pleted and Ehne’s asking price (which 
exceeded net-worth book 
1945 by $866,000, had 
not been accepted in the open market, 
and had 1946 


some 


originally 
values in some 
increased in 
had 
$759,000) would as a matter of course 
While 
the 
same amount of money or other prop- 


not been 


while net worth increased 


have been reduced accordingly. 


Ehne, then, would have received 


erty, part of it would have been tax- 


able as ordinary income at advanced 


Slichter, 
would have been liable for 


surtax and 
Fawick, 


tax at 


rates. (Of course, 
too, 
a divi- 
dend had been declared.) As the plan 
operated, however, respondent observes, 


ordinary income rates if 


petitioner’s controlling shareholder ac- 
quired his share of virtually all of the 
petitioner’s and 


accumulated earnings 


profits (including the amount in ques- 
tion for 1946) and paid 
later 
assertedly 


capital gains 
1947. In 
overwhelming 


tax thereon in a year, 


view of such 


benefits to its controlling shareholder 


in comparison with those, if any, to 


petitioner, and tax savings so substan- 
tial to all shareholders, respondent con- 
that the 


critical purpose was not present in the 


cludes that it is unbelievable 


taxable year. 

‘A significant factor in the present 
record is that the plan of recapitaliza- 
tion and all of its announced ends could 
have been achieved notwithstanding the 
out of ac- 
cumulated earnings and profits for 1946. 
Ihe only apparent deterrent was that 
widely divergent tax consequences would 


declaration of a dividend 
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have resulted. 
the 


As our Findings of Fact 
indicate, advice and insistence of 
petitioner’s banker and others reviewing 
the plan that no further assets be com- 
mitted to a declaration and payment of 
dividends in 1946 was predicated upon 
acceptance as final of the understanding 


that (1) the full amount asked by Ehne 


-would be met by petitioner, and (2) such 


amount was to be paid in the form of a 
redemption or retirement of the 80% 
stock interest. 

“As respondent urges, it does appear 
that if a declared 
out of accumulated earnings and profits, 
it might reasonably be expected that 
Ehne’s 
terest 


dividend had been 


asking price for the 80% in- 


pro 


tanto (except for tax consequences). No 


would have been reduced 
more cash would have been required; 
petitioner’s financial status or working 
capital would have been no differently 
affected, and Ehne would have received, 
in all, 
real or immediate benefit to petitioner's 


the same amount as asked. No 


business was accomplished by the trans- 
the 
cash and the borrowing of 


action. If 
$300,000 in 
$500,000 more was harmful to the busi- 


anything, payment of 


ness because of the drain on its financial 
resources. 


Transaction not businesslike 


“It does not impress us at all “busi- 


ness-like”’ principle, for petitioner to 
have appropriated $800,000 of its cash 
to acquire its own stock, and to have 
$500,000 


in the process, at a time when it claims 


saddled itself with a liability 
it considered that its working capital 
that it 


necessary to devote its accumulated earn- 


was insufficient and also was 


ings and profits to improve its plant 
and facilities so as to better its competi- 
the 
could not attract any other purchaser at 


tive position in industry. Ehne 


the price asked, and it is of some sig- 
nificance that there is no evidence that 


any effort was made on behalf of the 
corporation to strike a better bargain 
with Ehne. 

‘The harms alleged by petitioner 


which it sought to avoid by effectuating 
the plan proposed by Slichter were, at 
best, only conjectural and have not been 
had any 


fact. Sale by Ehne to an 


shown to have real basis in 
“outsider” 
not imminent. In fact, from the present 
record, it was hardly even likely (cer- 
tainly, not at the price asked). 

‘The practical answer to all this, un- 
favorable to petitioner’s case, is that its 
actions, purpose and intent were those 


was 
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of its controlling shareholders, who sold 
their interests at a favorable price and 
at the same time realized substantial’ tax 
benefits from adopting the plan in the 
form described herein.” 


The results in Emeloid 

Tax men have relied on an excess 
profits case as supporting the business 
purpose of corporate insurance on stock- 
holder-officers. In Emeloid (189 F.2d 
230), the Third Circuit held that bor- 
rowing was for a business purpose and 
includible in borrowed capital though 
the purpose was to purchase single 
premium insurance on the lives of the 
controlling stockholders and there was 
an agreement that the proceeds would 
be used to buy the stock of a deceased 
stockholder. Thus Emeloid bought in- 
surance to be able to buy out a stock- 
holder at death and Pelton withheld its 
own funds to buy out a retiring stock- 
holder. 

The results are different because of 
the way the court interprets 534. It does 
not look to see whether there was also a 
business purpose. The court said that 
“petitioner's evidence must be directed 





Write-off of intangibles against capital 
surplus results in stamp tax on subse- 
quent increase in stock [cert. den.]. ‘Tax- 
payer’s original capital was about $870 
million. In the early 30’s it issued stock 
for property with a value in excess of 
par and treated the excess of $81 million 
as capital surplus. It reduced its par per 
share in 1938 from $100 to $75 and trans- 
ferred about $217 million to capital sur- 
plus, making it $298 million. In 1949 it 
returned the par to $100, but since the 
capital surplus had been depleted to $38 
million by a write-off of intangibles in 
1938 it had to take about $179 million 
from earned surplus. The Court of 
Claims sustained the stamp tax on orig- 
inal issue on the shares represented by 
the $179 million and by the proportion 
of the original capital surplus ($81 mil- 
lion) not used by the write-off (81/298 x 
38). The taxpayer argued that the write- 
off of intangibles against capital surplus 
was erroneous; it should have been 


charged to earned surplus. Had that 
been done, the capital surplus arising 
from the reduction in par (on which tax 
had been paid) would be available for 
this issue. One judge, dissenting, argued 


us new decisions this month 
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to a complete lack of the proscribed pur- 
pose ... as the existence of even a bona 
fide business purpose is not inconsistent 
with another purpose to reduce the sur- 
tax burden on its shareholders . . . Thus 
where a closely held corporation adopts 
some plan (even having as its purpose 
the satisfaction of an otherwise bona fide 
business need, which prevents the distri- 
bution of earnings and profits, with the 
attendant result that the imposition of 
surtaxes in substantial amounts on its 
controlling shareholders is avoided in 
whole or in part (in that the nature of 
the underlying income is changed from 
ordinary income to capital gains) or de- 
ferred, and (but for the tax saving), the 
same result could have been accom- 
plished — in so far as both the corpora- 
tion and its controlling shareholders are 
concerned—with the declaration and 
payment of a dividend, the aforemen- 
tioned effect will be accorded signifi- 
cance as indicative of a probable pur- 
pose to induce it .. .”” [Citation omitted. 
—Ed.| 

This decision is a warning to tax men 
—proceed with care on redemption 
plans. v 


that bookkeeping should not obscure the 
fact that taxpayer merely restored a re- 
duction in par. U. S. Steel, cert. den., 
2/25/57. 

No dues tax on community swimming 
pool initial fee. Taxpayers paid $125 
initial fee for a life membership in a 
swimming pool erected by residents of 
a limited area for their own use, and for 
some philanthropic groups. The court 
holds the 20% Federal tax on initiation 
fees is not applicable because the or- 
ganization was not social, athletic or 
sporting; its only function was operat- 
ing the pool at which it scheduled no 
social events or athletic contests. [See 
comment page 80.—Ed.] McIntyre, DC 
Md., 5/14/57. 


No wire service tax on community tele- 
vision antenna service. Taxpayer lives 
in a geographically poor television re- 
ception area. In order to make better 
reception available a corporation was 
formed which constructed a large an- 
tenna on one of the hills surrounding 
the city. From this large antenna lines 
led to the individual home sets. Tax- 


payer was a subscriber. The district 
court held he was liable for the eight % 
excise tax payable on wire and equip- 
ment service. This court reverses, ex- 
plaining that the “wire and equipment” 
service intended by the statute was one 
which communicated the _ electronic 
signal to the point of reception. Here 
the service is applied only as an aid to 
reception. Pahoulis, CA-3, 3/22/57. 


Can't use proportionate profits method 
for depletion; coal not unique. The 
Regulations on percentage depletion 
provide that in computing gross income 
from the property if the product is not 
sold at-the mine, and there is no repre- 
sentative market or field price in the 
vicinity, the taxpayer may use its sales 
price for the final product less costs and 
proportionate profits attributable to 
processes after mining. Taxpayer claimed 
that there was no representative market 
price for its coal because the coal, used 
for coking, had special qualities not 
duplicated elsewhere. The court holds, 
however, that all bituminous coal in the 
area was of like kind even if taxpayer 
couldn’t have used it for the same pur- 
pose. Taxpayer was not permitted to 
compute the depletion allowance on the 
basis of apportioning the sales of the 
ultimate coke product on a percentage 
of cost basis. Alabama By-Products 
Corp., DC, Ala., 5/13/57. 


Depletion allowance requires economic 
interest. Taxpayer, not contractors who 
mined the coal on taxpayer's land and 
sold it to taxpayer at a predetermined 
price, is entitled to the depletion allow- 
ance. The contracts were cancellable: 
the contractors were paid a fixed price 
per ton and the contractors were re- 
quired to deliver all coal to taxpayer. 
Alabama By-Products Corp.. DC Ala., 
5/13/57. 


Health and accident policies with ad- 
justable premiums are not “noncancell- 
able contracts.” A health and accident 
insurance policy under which the insur- 
ance company reserves the right to ad- 
just premium rates upon renewal does 
not constitute a “noncancellable con- 
tract’ of health and accident insurance 
within the meaning of Section 801. Ac- 
cordingly, reserves maintained for such 
policies may not be included as part of 
life insurance reserves in determining 
whether an insurance company qualifies 
as a life insurance company. Rev. Rul. 
57-229. 
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New approach to teaching taxation 


needed in our colleges 


Aor THE STUDENT'S proper under- 
standing of federal taxation neces- 
sitates many changes in the existing 
course content, says Orton W. Boyd, of 
The George Washington University. He 
offers constructive criticism in a recent 
issue of The Accounting Review. We've 
extracted from his suggested tax course 
outline the following points: 


Three groups need consideration 


A two-semester course in federal taxa- 
tion should meet the needs of three dis- 
tinct groups of students: the public ac- 
counting majors, the commercial and 
industrial accounting majors, and majors 
in other fields of business administration. 
For the public accounting majors the 
federal tax course should emphasize the 
principal areas in which tax accounting 
differs from financial accounting. In ad- 
dition, there are the variations due to 
the desire of Congress to ease the impact 
of high tax rates in special circumstances 
(for example, the capital-gains provi- 
sions and the net operating loss deduc- 
tion). Obtaining a broad understanding 
of these problemas should be one of the 
principal objectives of the study. 

A second phase is the area of prac- 
tice. The most spectacular or dramatic 
activity is the March-April rush of pre- 
paring returns. Yet there are more im- 
portant activities—the research before 
preparing the return, and the post-filing 
conferences, protests, and refund claims. 

All these necessitate the analysis of 
How 
countant proceed? How would he use 
the tax services? What must he do in 
the analysis of decisions? What under- 


tax situations. should the ac- 


standing of the judicial processes should 
he acquire? All these phases obviously 
require consideration in an adequate 
course of study for public accountants. 

A third proper objective of study for 
the public accounting majors is in the 


field of tax planning. Obviously, four 
to six semester hours afford but little 
time to this essential phase of tax prac- 
tice. Furthermore, not too much can be 
accomplished in this area until one has 
become thoroughly steeped in the under- 
lying principles and philosophy. Yet an 
introductory study of tax 
attempted—a 

quaintance with the 


avoidance 
should — be bowing = ac- 
principles, the 
trends of the decisions, and other ap- 
plicable factors. 

Increasing tax rates and the neces- 
sity for intelligent tax planning means 
that federal taxation should not be con- 
fined to the public accounting majors. 
Those training for commercial and in- 
dustrial accounting will find that study 
of some of the aspects is extremely neces- 
sary. Add to this group the large number 
of students who are planning on busi- 
ness careers in fields other than account- 
ing: a limited study of the more usual 
problems of taxation should be an 
essential part of their preparation. 

To meet these needs, a college should: 

1. Provide a one-semester course that 
covers the more usual problems of tax- 
ation and the related preparation and 
filing of returns. This course would 
serve as the final course for the commer- 
cial and industrial accountants and the 
business administration majors. 
semester for 
public accounting majors. This would 


2. Provide a_ second 
treat the more unusual problems as well 
as tax research. 

3. Stress in both courses the under- 
lying legal and policy aspects of taxa- 
tion. In other words, attempt to ac- 
complish in a modest fashion the 
objectives that Surrey and Warren have 
achieved in their excellent legal treatise 
Federal Taxation—Cases and Materials. 

4. Minimize to the greatest possible 
extent the treatment of minutiae. This 
of course, is an extremely difficult task, 
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as a misleading oversimplification could 
easily result. 

5. Plan the courses so that the treat- 
ment of any subject will not necessitate 
reference to material to be covered later. 
This also is difficult. 

I would organize the course this way: 
Begin with a brief survey of the income 
tax, employment taxes, gift and estate 
taxes, and stamp and excise taxes and 
how they pose problems of tax planning 
and tax accounting. It would include a 
study of the three sources of tax law—the 
Code, administrative rulings and regula- 
tions, and case law. 

Next, a general survey of the federal 
income taxes on the domestic industrial, 
commercial and service corporation and 
its officers, stockholders, employees and 
creditors. This would include classifica- 
tion of domestic taxpayers, basic con- 
cepts oi gross income and deductions, 
comparison of corporate and individual 
rates, and accounting methods. Since so 
many of the problems of income-tax ac- 
counting depend upon realization, 
recognition, basis, and gain or loss, an 
introductory study of these topics would 
also be provided. 

The third phase of the semester's study 
is a detailed study of corporation in- 
come-tax accounting. This proposal is 
the reverse of the usual practice of first 
developing the individual as the general 
rule and the corporation as a set of 
exceptions. But most individuals derive 
their income from corporate sources (as 
salaries, interest, and dividends), and 
the corporate approach clarifies many 
of the situations later encountered in 
the study of the individual. 

The study of the corporation would 
include: 

1, Equity and borrowed capital, in 
which are brought together such prob- 
lems as the formation of the corporation, 
the tax treatment of the receipt of cash 
and property by a corporation in ex- 
change for the issue of its securities (in- 
cluding the issuer and the security 
holder) , how dividends for tax purposes 
differs from commercial usage (restrict- 
ing this treatment to the sources of cash 
dividends), the corporation's interest 
deduction, and adjustments of indebted- 
ness. 

2. Capital gains and losses. 

3. Receivables; investments and_ spe- 
cial sources of income. 

4. Gross income from business sales, 
including inventories. 

5. Deductions for business expenses, 
taxes, and charitable contributions. 
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6. Land, goodwill, and _limited-life 
property, including the distinction be- 
tween capital expenditures and de- 
ductible expense, depreciation, amortiza- 
tion of emergency facilities, and losses. 

7. Recoveries; net operating loss de- 
duction; and tax benefit. 

8. Returns and tax payments. 

This treatment is functional in charac- 
ter, approaching the classifications em- 
ployed in the last edition of Montgom- 
ery’s Federal Taxes. Thus the treatment 
of receivables and investments includes 
the gross income and exclusions from 
these sources as well as the related deduc- 
tions for dividends received and _par- 
tially taxable interest, bad debts, losses, 
and amortization of bond premium. It 
applies the capital-gains or-loss rules to 
these items. 

The study would then turn to the 
more usual problems of the individual 
citizen or U.S. resident. This would in- 
clude adjusted gross income, the stand- 
ard deduction, deductions for personal 
income 
splitting, tax rates, capital gains and 


exemptions and dependents, 
losses, personal services, business income 
and deductions, rents and royalties, in- 
vestment income, other deductions, net 
operating loss, tax benefit, returns, and 
tax payments. 

Continue with a general treatment of 
income-tax deficiencies and refunds, in- 
cluding the net-worth method of deter- 
mining taxable income. Those admin- 
istrative provisions that relate to the 
special situations that are deferred for 
advance study would be considered in 
appropriate context in the second 
semester. 

The first semester would conclude 
with a treatment of employment taxes, 
information returns, and of state income 
and franchise taxes. The study of em- 
FICA, 
FUTA, the self-employment tax, income- 


ployment taxes would cover 
tax withholding from wages, employers’ 
returns and payments, and procedural 
matters. State taxes would be surveyed 
merely to emphasize the principal differ- 


ences from the federal income tax. 


Second semester 


The first topic suggested for the 
second semester’s work is Tax Research 
—the use of services and the cases in pre- 
paring briefs and protests. Giving this 
subject the first priority in a course 
planned primarily for the public ac- 
counting majors would provide the basis 
for a series of research problems that 


could be covered during-the semester. 
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The study would then proceed to 
specific advanced topics. Here we en- 
counter the difficult task of achieving a 
balance between general principles and 
excessive detail. In some of the advanced 
topics perhaps no more can be achieved 
than indicating the existence of the 
problem. Also involved is arranging the 
order of topics so that the necessary 
background for each will have been con- 
sidered previously in the course. 

The detailed outline for the advanced 
study follows: 

Accounting periods and methods, in- 
cluding such advanced topics as adjust- 
ments on changes, claim-of-right, and re- 
negotiation. 

Property transactions—special factors, 
covering installment sales, mortgage 
foreclosures and repossessions (with the 
treatment of mortgagor and mortgagee) , 
short sales, options, dealers, traders and 
investors, and the like. 

Farming; natural resources. 

Foreign income and foreign taxpayers. 

The 


covering “bunched” income, alimony, 


individual — special problems, 
business loss limitation, joint tenancies, 
etc. 

Gift and estate taxes. These subjects 
would be considered at this point as they 
are essential for many of the income-tax 
problems that follow. 

Decedents, estates, trusts, and bene- 
ficiaries. 

Exempt organizations. 

Partners and partnerships. 

Deferred income (including life in- 
surance, annuities, employees’ trusts, and 
retirement stock 
estate-tax 


income 
The gift-tax and 
aspects would be included. 


credit) and 
options. 


Corporate distributions and _ liquida- 
tions, with the problems of “thin’’ in- 
corporations. 

Corporate reorganizations. 

Corporations: special classes, such as 
corporations used to avoid income tax 
on shareholders, consolidated returns, 
and regulated investment companies. 

Related 


topics as allocation, disallowance of in- 


taxpayers, covering such 
terest, expenses and losses, family part- 
nerships, and trust income taxable to 
grantors. 

Tax Practice: lawyer and accountant 
and their fields of practice; mitigation of 
periods of limitation and other advanced 
procedural problems. 


Conclusion: new text needed 


These suggestions represent a radical 
departure from current texts, but the 


foregoing outline of study is followed 
in part in the writer’s own course at The 
George Washington University. This is 
accomplished by using a standard text, 
selecting those topics that are 
listed in the above outline. 

In the second semester (the advanced 
course for the public accounting majors, 
we return to the beginning of the text 
and consider those portions that were 
omitted or covered only lightly in the 
first semester. 


only 


In developing each course, we take 
up the various topics in the order in 
which they appear in our text. Any other 
arrangements complicates the assign- 
ments and annoys the students. Within 
each semester we cannot adhere to an 
order of subjects such as that indicated 
above. I hope that some day one of the 
tax publishers will issue a text that re- 
flects this proposed scope and approach 
to the teaching of taxation. 


N. Y. warns on poorly made 
duplicated returns 


THE New York STATE Tax Commission 
is having to reject an increasing num- 
ber of tax returns which have been pre- 
pared by mechanical means because of 
accountant’s failure to meet prescribed 
specifications. The New York rules are 
not dissimiliar to the Federal, so it may 
be wise for those tax men who use 
mechanical means of preparing returns 
to look over the following complaint 
from the state. 

Mechanical reproduction of returns 
is done by any one of several processes— 
Diazo, offset, etc. The advantage is that 
the figures are entered directly on the 
master and many clear copies can be 
made. This also avoids proof reading 
of typed returns. An increasing number 
of tax offices have adopted mechanical 
reproduction, and most report consider- 
able satisfaction with it. Because it seems 
clear that use of mechanical preparation 
will increase, we felt it useful to pass 
on the following suggestions. 

Saul Grand, of Cypress Offset Corp., 
New York, supplier of forms for use in 
the Diazo process, recently visited the 
State Tax Commission in Albany; he 
gives us the following report on_ his 
finding there. He says: 


Our purpose was to discuss reasons 
for rejection of numerous New. York 
State returns prepared by Diazo. The 
bureau is rejecting all returns that fail 
to comply with the New York State Tax 
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sureau’s published specifications relat- 
ing to color, weight of paper (thickness), 
or method of fastening. 

\ form filed with the Corporation Tax 
Bureau that is not of the correct color 
combination will be rejected. The 3CT 
must be on white paper whereas the 
12 CT must be on canary. Both of these 
returns must have the image reproduc- 
ing in black color. If the blackness of the 
written reproduced image is inadequate, 
(resulting in poor contrast between the 
written image and the paper itself), the 
Commissioner will rule that the color 
of the black is inadequate and conse- 
quently it must be returned. 

Acceptable copyprints are easily ob- 
tained if certain fundamental rules are 
Firstly, 
never use old paper. Secondly, run your 


followed by the accountants. 
copying machine at the proper speed; 
running it too fast will give background, 
while running it too slow will give a 
faint image. The reproduced handwrit- 
ing must be clear, sharp and distinct, 
and black enough to provide an ade- 
quate contrast between the clean paper 
background and the written image. 

Copying sensitized paper of the cor- 
rect color, and weight (thickness) is, and 
has always been, available from the 
manufacturers of your equipment. We 
suggest that you check carefully with the 
machine company’s representatives if 
you are in doubt as to the correct sensi- 
tized papers that shall be used for the 
3CT and the 42CT. 

Fastening together single pages of the 
return is permissable providing that they 
are fastened together only with the 
special Scotch Polyester film tape (#850) 
specified by the Commission. If any 
other type of scotch tape is used, or if 
staples, rivets or any other type of fast- 
ener is used, you can expect to have 
the form rejected. 

There are good reasons behind these 
rulings. All returns received by the Cor- 
The 


nature of the microfilming equipment 


porate Division are microfilmed. 
is such that a good, sharp clear negative 
is possible only in those cases where good 
contrast exists between the paper and 
the written image. The negative must 
insure a clear picture. If the reproduc- 
tion of the handwriting is weak, or if 
the paper is badly discolored, mottled, 
or otherwise disfigured, the microfilm 
becomes almost worthless. 

For technical reasons it is not possible 
to pass through the microfilming equip- 
ment a tax return that is taped together. 
Prior to the making of the film, the 


scotch tape is first removed. If ordinary 
scotch tape is used difficulties arise in 
removing it easily from the return. Even 
in those cases where the removal of the 
tape is successful, there usually remains 
a residue of the adhesive. If this residue 
is not then carefully removed this adhe- 
sive transfers to the lens of the camera. 
This build-up of adhesive prevents the 
camera from doing its work and shortly 
the succeeding films become streaked 
and otherwise unusable. Scotch Polyester 
film tape however is easily removed and, 
when removed, leaves no residue to affect 
the lens within the equipment. 

Forms stapled, riveted or otherwise 
fastened together positively cannot move 
through the microfilming equipment. 
For the department’s clerical staff to re- 
move such staples or other unauthorized 
fasteners would require too much time 
and labor that is not available. Since 
the department will not take time to 
remove these staples, and since they will 
not otherwise go through the microfilm- 
ing equipment, the department has no 
other choice but to reject the return. 

After the microfilming operations have 
been completed, the filed copy must then 
be retained by the bureau for a five (5) 
year period. Filing space obviously soon 
becomes a terrific problem. If the re- 
produced return is made on _ paper 
thicker than that which is permitted 
the state’s problem of file space is greatly 
increased. For this reason then, they can- 
not accept forms filed on paper heavier 
or thicker than that which is specified. 

In summation we restate briefly some 
fundamentals. The state has long since 
issued certain minimum standards and 
requirements. these 
standards will not be tolerated by them. 


Deviations from 
Those who do not comply can expect 
that their clients will shortly receive back 
their returns with the comments that it 
is unsuitable. Many of the requirements 
established by the Commissioner have 
been made as a result of the limitations 
imposed by 


physical space, 


equipment, limited personnel and the 


specific 


wording of the tax laws. 

The filing of substitute tax returns 
is a privilege. The Commissioner has 
the legal power to revoke such license. 
Each year more and more accountants 
have seen fit to make use of this Diazo- 
type equipment; each year 
countants have recognized that through 
its use many seasonal problems have 
been drastically reduced. A very small 
percentage of practitioners are j¢opardiz- 
ing all the good that has been ac- 


more ac- 
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complished over the years. The rejected 
returns will be sent back to your clients. 
To those few accountants we ask, “How 
will you explain it to your account?” 
“How will you explain to your fellow 
practitioners that you are responsible 
for the Commissioner's revoking this 
valuable license?” ’ 


What to do when client objects 
to tax man’s determination 


WE suppose no object is so loathsome to 
the professional man as the client who 
knows more (or thinks he does) about 
the subject than the professional himself 
does. But these creatures do exist; some- 
times they're even right. But right or 
wrong, they always create a messy situa- 
tion for the professional. 

A recent case in England provides the 
opportunity for the Income Tax Digest 
and Accountants’ Review to make the 
following interesting observation about 
this troublesome subject: 

“The circumstances of an affair were 
recently reported where the client of an 
accountant refused to accept as reason- 
able the tax liability agreed between a 
professional accountant and the Rev- 
enue. The client happened to be dogged 
and with a strong sense of injustice took 
his plaint direct to the Chancellor of 
the Exchequer P.P.S. politely 
passed along the file to head office of 
the Revenue to deal with. Result, sub- 
stantial reduction in the assessment. Dis- 


whose 


comfiture doubtless, of professional man, 
who took his claim for fees to Court. 
“Insistence by a taxpayer that he is 
being unjustly treated should always be 
accepted by the professional agent act- 
ing in a case as grounds for very very 
careful investigation. Perhaps we all 
tend to be a bit superior to the un- 
learned man who has made some money 
in the rough ways of life and therefore, 
work be- 
comes slightly off-base; we docilely agree 


unconsciously, our taxation 


to what the Inspector suggests. 

“The short answer is, if the client feels 
unhappy, explain to him his rights and 
privileges via the General or Special 
Commissioners. And if the practitioner 
thinks he is either too busy or that his 
prestige is too high to take such a case 
to Appeal himself, then his duty is to 
recommend a second opinion or the en- 
gaging of counsel or specialist practi- 
tioner who can conduct the case before 
Commissioners.” vr 
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Shareholder gets U. S. credit for 
tax paid by U. K. corporation 


pane: rR H. Dean, of Sullivan & Crom- 
well, addressed the International 
Bar Association Oslo Conference of 1956 
on “International Treaties to Avoid 
Double While 
much to learn from that address on the 
policy level. 


Taxation.” there was 
the practical applications 
were not ignored. Of the latter, one ob- 
servation struck us as a novel presenta- 
tion of the impact of a well-known pro- 
vision of the Income Tax Treaty be- 
tween the United States and the United 
Kingdom. Mr. 


“The operation of the 


Dean commented: 
United States- 
United Kingdom Treaty with respect to 
dividends is worthy of comment. Under 
this Treaty, U. S. investors in United 
Kingdom companies will pay only one 
layer of income tax since the U. K. in- 
come tax initially paid by the company 
is recognized for U. S. purposes... . as 
a tax on the shareholder for which credit 
can be taken against .... U. S. income 
tax liability. 

“Further, the U. K. treaty affords a 
U. S. resident who is the recipient of a 
dividend paid by a U. K. corporation 
the opportunity of avoiding the rule set 
forth in United States tax law that a tax- 
payer cannot deduct one foreign income 
tax and take another foreign income 
tax as a credit.” 

Dean 
arises solely by operation of Article XIII 
‘ax Treaty between 
the United States and the United King- 
dom. Prior to this treaty, the U. S. Su- 
preme Court held in Biddle, 302 U.S. 
573 (1938), that the tax paid by British 
corperations with respect to dividends 
distributed to shareholders was a tax 
imposed corporation and, 
hence, was not eligible through the for- 
eign tax credit as a reduction against 
the shareholders’ tax. The treaty pro- 


The result described by Mr. 


(1) of the Income T 


upon the 


vision referred to by Mr. Dean has the 
practical effect of overruling this de- 
cision. 

However, absent a treaty provision, it 
is still the rule, except as provided in 
Section 902 of the Internal Revenue 
Code, that a taxpayer may credit foreign 
income taxes against his U. S. income 
tax only if the foreign tax is imposed 
upon him. Section 902 has the effect of 
permitting a shareholder to credit a por- 
tion of the taxes paid by the foreign 
corporation. This provision, however, is 
limited to shareholders who are domes- 
tic corporations owning at least 10% of 
the voting stock of the foreign corpora- 
tion distributing the dividend. 

The only other treaty provision which 
we know of that is comparable to the 
British provision discussed by Mr. Dean, 
is found in Article XIV(c)(1) of the In- 
come Tax Treaty between the United 
States and Japan. That provision pro- 
vides that for the purposes of determin- 
ing the foreign tax credit of a citizen, 
resident, corporation or other entity of 
the U. S., such a taxpayer, if he receives 
dividends from a Japanese corporation, 
shall be deemed to have paid Japanese 
tax with respect to such dividends in an 
amount equal to 25% of the amount of 
such dividends, provided he includes in 
his gross income the amount of tax thus 
deemed to have been paid. Thus, in the 
case of dividends from Japanese corpora- 
tions, there is also only one layer of tax 
on shareholders to the extent of at least 
25%, of the corporate rate. 

Mr. Dean’s comment also points up 
that these the United 
Kingdom and Japanese treaties repre- 
sent a departure from the United 
States “double tax” concept. A U. S. in- 
dividual shareholder has no election to 
obtain a credit against his individual tax 


provisions of 


merely by including in income the U. S. 
corporate tax attributable to the divi- 
dend. By virtue of the Treaty, where a 
U. S. individual shareholder owns stock 
in a United Kingdom corporation he 
has such an election. In that case, the 
U. K. corporate tax is applied as a credit 
against the U. S. individual tax provid- 
ed the tax is included in dividends. To 
the extent that the burden of the corpo- 
rate tax is not borne by the U. S. share- 
holder in a U. K. corporation, invest- 
ments in U. K. 
favorable tax status over investments in 


corporations have a 


our Own corporations. 

The statement by Mr. Dean that the 
United Kingdom treaty will permit a 
United States resident, who is the recip- 
ient of a dividend from a U. K. corpora- 
tion, to “avoid the rule that a taxpayer 
cannot deduct his foreign income tax 
and take another foreign income tax as 
a credit” requires some explanation. Un- 
der the Internal Revenue Code, a tax- 
payer has the option generally to treat 
foreign income taxes imposed upon him 
deduction under Section 
164 (a), or as a credit against tax under 
the foreign tax credit provisions of Sec- 
tion 901. Because of Section 164(b)(6), 
however, the taxpayer cannot avail him- 
self of a deduction under Section 164 (a) 
if to any extent he 
Section 901. 

As a result of the U. K. Treaty, the 
taxpayer can elect to include the U. K. 
income tax in his gross income and 
claim the foreign tax credit for such tax, 
or to include in gross income only the 
net amount of the dividend received and 
claim no tax credit. If he 
chooses the latter alternative, he will, 
of course, not have elected to deduct 
under Section 164(a) any tax paid to a 
foreign country; under the view 
of our courts as indicated above, the 
U. K. tax is not imposed upon him. Con- 
sequently, he will be able to so report 
only the net amount of the dividend 
even though he uses the foreign tax 
credit for taxes paid to other foreign 
countries or even to Great Britain with 
respect to other income from sources 
therein. 

On the other hand, if the taxpayer 
takes advantage of the election afforded 
to him by the treaty to include the 
United Kingdom tax applicable to the 
dividend in his gross income and claim 
a foreign tax credit for such tax, he will 
be prevented by Section 164(b)(6) from 
taking as a deduction any other mange 
income taxes. 


either as a 


takes the benefits of 
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New study on double taxation 
relief in the United Kingdom 


Bureau of Fiscal 
Documentation has just issued another 


[HE INTERNATIONAL 
(No. 10) of its interesting pamphlets, this 
one relating to the double taxation re- 
lief in the United Kingdom and North- 
ern Ireland, written by F.-E. Koch and 
Richard Moss. 

The first part of the pamphlet is a 
description of the relief from double 
taxation, in respect both of income and 
death taxes, afforded by the treaty and 
unilaterally by provisions of the British 
law. Replete with illustrations of the 
complex calculations required, this part 
will be. very useful to tax advisers con- 
cerned with the application of the Brit- 
ish law, as well as to others who are in- 
terested, from the viewpoint of the com- 
parative law of taxation, in the United 
Kingdom approach to the perplexities 
of double taxation. 

Che second part of the pamphlet is a 
compilation of the relevant official ma- 
terial, i.e., the provisions of the laws and 
the forms, 
omitting, however, the seventy separate 


regulations, circulars and 
Double Taxation Conventions to which 
the United Kingdom is a party. Com- 
pilation of the Legal Provisions, Regu- 
lations, Circulars and Forms Relating to 
Double Taxation Relief in the United 
Kingdom of Great Britain and Northern 
Ireland, by F. E. Koch and Richard 
Moss, Publication No. 10 of the Inter- 
of Fiscal Documenta- 


national Bureau 


tion, Herengracht 196, Amsterdam, Feb- 


ruary, 1957. * 


Can you deduct payments con- 
trary to foreign public policy? 


| eggu BULLETIN of the ABA Section 
£Xon ‘Taxation raised this question in 
the course of its discussion of the Stover 
case. There the Tax Court disallowed 
payments to a state public official as con- 
trary to public policy of the state and 
On 


lation of American public policy and 


Federal Governments. the interre- 
foreign public policy, it commented: 
“It is not clear, however, that pay- 
ments to foreign officials by a company 
doing business in foreign countries are 
non-deductible, assuming, of course, that 
such payments are not contrary to the 


public policy of the foreign country and 


American Bar Association Section of Taxation 
Bulletin (January, 1957). 


*G.C.M. 22556, 1941-1 Cum. Bull. 310. 


are otherwise ‘ordinary and necessary.’ ’”! 

It would seem that if the payment is 
not contrary to the public policy of the 
foreign government, the payment should 
be allowed. More interesting, perhaps, 
is the question of whether, assuming that 
the payments are contrary to the public 
policy of the foreign country, a United 
States court should concern itself with 
the indirect enforcement of that public 
policy by denial of deduction. 

On one occasion, when enforcement 
of a foreign government’s policy might 
have affected the result, the Service 
seemed to turn its back to the problem.? 
The Service considered the question of 
the circumstances under which, for the 
purpose of the foreign tax credit, the 
numerator of the credit?limiting fraction 


Foreign aspects of taxation + 103 


should include income from foreign 
sources. Specifically, the question was 
whether the numerator should include 
income, concededly from foreign 
sourcces, that was taxable under the laws 
of the foreign government, but not 
taxed for the reason that it has not been 
disclosed to that government. 

The ruling held that this disclosure 
or nondisclosure to the foreign govern- 
ment does not affect the result. 

The ruling presents a situation where, 
had the Service been disposed to take in- 
to account the policy of a foreign gov- 
ernment, it might have denied the 
credit. While hardly conclusive, the Rul- 
ing does indicate a rather cavalier un- 
concern for the public policy of a for- 
eign government. * 


New foreign decisions this month 





Evidence required of aliens for entitle- 
ment to foreign tax credit. An alien 
resident of the U. S. Rico 
who claims a foreign tax credit for taxes 


or Puerto 


paid to his own country, is required to 
furnish the Service with a certified copy 
of a translation of the current tax law 
of his country as evidence that it is an 
“income, war profits, or excess profits 
tax.” 
paid to a country other than his own 


If the credit is for foreign taxes 


he must furnish some evidence that the 
tax is an income or profits tax. To 
satisfy the requirement that the foreign 
country of which such alien resident is 
a citizen or subject must allow a similar 
credit to U. S. citizens, the Service will 
accept a certified translated copy of the 
foreign law providing for such similar 
credit; an official statement from an 
accredited diplomatic representative cit- 
ing the 
official clarifying document originating 


foreign law; or some other 


in the alien’s country. Rev. Rul. 57-153. 


Place of title passage determines 
“source” of sales income. To qualify as 
a Western Hemisphere trade corpora- 
tion 95% or more of the gross income 
the 
Western Hemisphere other than sources 


must be derived from sources in 
within the U. S. Taxpayer, a corpora- 


tion, maintained offices and agents in 
The 
orders were subject to final confirmation 
in New York where title to the goods 


passed to the purchasers upon delivery 


Venezuela who solicited orders. 


aboard ship. The court holds the “source 
of income” is the place of sale which in 


turn is determined by where title passes. 
Accordingly all income was earned in 
the U. S. and not in Venezuela and tax- 
payer could not qualify as a Western 
Hemisphere trade corporation. [Com- 
ment on the case appeared last month. 
—Ed.| American Food Products Corp., 
28 TC No. 3. 


Blocked capital gains may be deferred; 
not losses. Mimeograph 6475 pertaining 
to deferable blocked foreign income has 
been clarified insofar as it relates to 
capital gains and losses. That mimeo- 
graph permitted taxpayers having in- 
come in a country with exchange re- 
strictions to defer reporting the income 
and related deductions until the assets 
The 
plains the treatment of capital gains 


become useable. Service here ex- 
and losses on assets having no direct re- 
lation to the production of deferable 
income (here securities). The Service 
holds that the time of recognition of 
capital losses is fixed by the Code; that 
they cannot be deferred, though gain 
may be. Capital gains and losses from 
both foreign and domestic sources are to 
be combined and summarized. If the net 
the loss is to be re- 
flected in the regular return and may be 


carried forward as a capital loss carry- 


result is a_ loss, 


over. If the net result is a gain, such 
gain to the extent it is derived in the 
U. S. is to be included in the regular 
return; to the extent it is derived in the 
foreign country, the gain may be prop- 
erly considered as “deferable” income. 
Rev. Rul. 57-166. 








104 ¢ The Journal.of Taxation 


August 1957 


NEW DEVELOPMENTS IN TAX ASPECTS OF 


Acecountin 





Oo 


~, 


EDITED BY CARL M. ESENOFF, CPA, & C. W. LAMDERH@S.0., CPA 


Need urgent for rule on deductibility 


of reserves for estimated expenses 


by MELVIN G. DAKIN 


Now that it seems clear that no legislative action will be taken this year on allowing 


deduction of reserves for estimated expenses, practitioners must use the general 


rules developed over the years to obtain the best tax treatment they can today. 


While the tax law has been developing a rigid rule governing the time of accrual 


of liabilities which looks only to the facts surrounding that particular expense, 


commercial accountants have been following the principle of matching against 


revenue the costs of earning that revenue. This was actually the position taken 


by the Treasury and the courts when the income tax was new. Mr. Dakin, who 


is Professor of Law at Loutsiana State University, reviews briefly the early 


Ruling and cases, and then shows how the courts gradually shifted their views 


until they were so far from commercial practice that legislation was necessary. 


Unfortunately, the remedy (Section 462 of the 1954 Code) raised the threat of 


double deduction and was promptly repealed. Tax accountants must still make 


sure that larger expenses, at least, are handled so that all requirements for accrual 


are met in the year the deduction is to be claimed. 


pigney ss [early] recognized the neces- 
sity of computing net iicome by 
methods other than cash receipts and 
1916 
thorized the computation of net in- 


disbursements and in first au- 
come in accordance with the method of 
accounting employed by the taxpayer. 
It imposed only the specific condition 
that such method must “clearly reflect 
income.” An early Regulation (19 Treas. 
Dec. Int. 
ductions on a reserve basis provided: 


Rev. 5 (1917)). governing de- 


“In cases wherein, pursuant to the 
consistent practice of accounting of the 
corporation . . . corporations set up and 
maintain reserves to meet liabilities, the 
amount of which and the date of pay- 
ment or maturity of which is not de- 
finitely determined or determinable at 
the time the liability is incurred, it will 
be permissible for the corporations to 
deduct from their the 


gross income 


amounts credited to such reserves each 
year, provided that the amounts deduct- 
ible on the shall 
approximate as nearly as can be de- 


account of reserve 
termined the actual amounts which ex- 
perience has demonstrated would be 
necessary to discharge the liabilities in- 
curred during the year and for the pay- 
ment of which additions to the reserves 
were made.” 


Expenses of earning income 


The Supreme Court, commenting in 
Anderson, noted that the change in the 
law was made by Congress to enable 
taxpayers ‘“‘to their books 
make their returns according to scien- 


keep and 
tific principles by charging against in- 
come earned during the taxable period, 
the expenses incurred in and properly 
attributable to the process of earning 
income during that period. .” (269 


U.S. 422, 440 (1926)) (Emphasis added.) 
Language hardly 
chosen by the Court to make clearer 
that Congress intended that expenses in- 
curred in connection with earning in- 


could have been 


come and the income were to be taken 


into account together even though 
some expenses could only be estimated. 
There is no. requirement that the ex- 
pense must be a “realized loss’; it need 
only have been incurred in connection 
with earning income during the taxable 
year and be subject to estimation. 

As the exigencies of litigation and 
safeguarding the public fisc pressed in 
upon them, it became apparent, how- 
ever, that neither the Treasury, the 
Board of Tax Appeals, nor the Supreme 
Court was willing to accept the full im- 
plications of the statute and its interpre- 
tation. Providing for damages due to 
breach of contract before judgment or 
payment proved the most troublesome. 
In one such case (Weiss v. Wiener, 279 
U.S. 333 (1929)), the Supreme Court was 
moved to rule that: “Generally speak- 
ing, the income tax is concerned only 
losses as with realized 


with realized 


gains. . . . As respects losses occasioned 
by the taxpayer’s breach of contract, no 
definite legal test is provided 
the determination of the year in which 
the loss is to be deducted. The general 


for 


requirement that losses be deducted in 
the year in which they are sustained 
calls for a practical, not a legal test.” 
A “practical” test was not long in 
appearing. In (291 U.S. 193 
(1934)), involving the proposed deduc- 


Brown 


tion of the expense of estimated policy 
cancellations against premium commis- 
sions accrued as income, the court held 
that 
able 


‘no liability accrues during the tax- 


year on account of canceilations 
which it is expected may occur in future 
the 


create the liability do not occur during 


years, since events necessary to 
the taxable year.” (Emphasis added.) 
Few reserved expenses were destined 
this 
preted and applied by the Board of Tax 
Appeals the Tax Court. Full 
“realization” the criterion for 
deductibility despite the fact that an ex- 
pense item was clearly related to the 
income being taxed and was subject to 


to win “all events” test as inter- 
and 


became 


de- 
cision of the Board of Tax Appeals in 
1941 a deduction for sales 
agents’ commissions accrued against 
sales on the ground that the commis- 
sions were only contingent, the amount 
being subject to adjustment on the basis 


reasonably accurate estimation. A 


disallowed 


A ee 
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of collections.1 The Board reafirmed its 
adherence to Anderson, which held that 
a liability accruing during the taxable 


year may be deducted “although pay- 


ment is. not presently due,” but said 
that here not “all the events” which 
determined liability had occurred dur- 
ing the taxable year. Happily for the 
equanimity of accrual-basis taxpayers, 
the Board was reversed by the Sixth 
Circuit, which concluded that deduction 
of the sales commissions was essential 
to reflect income clearly and that ad- 
justments in the commissions resulting 
from events transpiring after the close 
of the taxable year were no more ma- 
terial, as events fixing liability, than the 
fact that not all of the selling price re- 
ported as income might be collected. 
Despite the occasional rationalizing 
influence of circuit courts of appeal, 
however, the Board of Tax Appeals, and 
later the Tax Court, continued to 
founder on the requirements of Brown. 
In Harrold, the taxpayer deducted the 
estimated cost of backfilling incident to 
strip-mining operations although the 
exact cost could not be known within 
the taxable year. The Tax Court dis- 
allowed the deduction, at the Commis- 
sioner’s prompting, on the ground that 
the estimated expense did not meet the 
“all events” test, although the taxpayer 
was already obligated contractually and 
by statute to perform the backfilling 
and defray its cost. The Court of Ap- 
peals for the Fourth Circuit (192 F.2d 
1002 (4th Cir. 1951), reversing 16 TC 
134 (1951)), reversed the Tax Court on 
the basis of an earlier opinion by the 
very justice who wrote the opinion in 
Brown. A saving proviso was found in 
Imerican Code Company (280 U.S. 445, 
149 (1930)): 
“Generally speaking, the income 
tax law is concerned only with realized 
. Excep- 
tion is made, however, in the case of 


losses, as with realized gains. . . 


losses which are so reasonably certain 
in fact and ascertainable in amount as 
to justify their deduction, in certain cir- 
cumstances before they are absolutely 


” 


realized. ... 


Since the cost of backfilling was 


“reasonably certain in fact and _ ascer- 


Ohmer Register Co., P-H 1941 BTA Mem. Dec. 
"41214. The Board cites American Code Co., 280 
U.S. 445, 452 (1930) to the effect that “the 
prudent business man sets up reserves to cover 
contingent liabilities. But they are not allowable 
as deductions.” In Brown 291 U.S. 193 (1934), 
the Court stated that “only a few reserves volun- 
tarily established as a matter of conservative 
accounting are authorized by the Revenue Acts.” 
These were the reserves resulting from the 
familiar “reasonable allowances for depreciation 
and depletion, and the “reasonable addition to a 
reserve for bad debts.’ 


tainable in amount,” it was within the 
exception to the rule that expenses must 
be realized. But the court also made 
clear that “the ability to make an ap- 
proximate estimate should be the de- 
termining factor in each case, rather 
than the literal 
formula that an asset or a liability may 


application of the 


not be accrued in any taxable year prior 
to its liquidation, unless both the exist- 
ence and the amount thereof is fixed 
and certain.” It was thought to be 
enough “if the facts from which the 
then 


amount can be calculated had 


occurred if the computation, al- 
though unknown, is not unknowable at 
the end of the year.” 

It seems fair to conclude that these 
cases represent a substantial trend in 
the circuit courts of appeal toward 
“reasonable prediction and estimation” 
as a proper criterion for deductibility 
of reserved expenses, at least when 
coupled with relative certainty as to the 
existence of the liability to ultimately 
disburse funds in payment thereof. 

The trend continued in Pacific Grape 
Products Co., 219 F.2d 862 (9th Cir. 
1955), reversing 17 TC 1097 (1952), a 
case in which “reasonable prediction” 
rather than absolute realization was the 
criterion used by the court. The tax- 
payer had accrued against its contractual 
liability to deliver goods various ship- 
ping expenses and brokerage fees which 
would be payable on the transaction. 
The 


accruals on the ground that not until 


Tax Court had disallowed these 
the events of labelling and moving the 
goods had taken place did the taxpayer's 
liability become fixed and certain. Six 
dissenting Tax Court judges joined in 
upbraiding the Commissioner’s account- 
ing tactics and chiding their colleagues 
“The 
practice of disapproving consistent ac- 


for their acquiescence therein: 


counting systems of long standing seems 
... to be exceeding all reasonable grounds 
. . . Methods of keeping records do not 
spring in glittering perfection from 
some unchangeable natural law but are 
devised to aid business men in main- 
taining sometimes intricate accounts. If 
reasonably adapted to that use they 


should not be condemned for some 
abstruse legal reason, but only when 
they fail to reflect income. . . 


as we continue to approve the imposi- 


. As long 


tion of theoretical criteria in so purely 
practical a field, respondent [Commis- 
sioner] will go on attempting to seize on 
such recurring fortuitous occasions to 
increase the revenue, even though he 
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may actually accomplish the opposite.” 
(17 TC 1097, 1110 (1952)). The Tax 
Court was reversed on the same grounds 
in disallowing the deduction of the esti- 
mated expense of fulfilling a guarantee. 
Schuessler, 230 F.2d 722 (5th Cir. 1956). 


Vacation pay 

In this problem area, perhaps at- 
tributable in part to the exigencies of 
war and government operation of some 
industries under seizure orders, the 
Treasury itself was persuaded to issue a 
series of rulings which accepted ‘reason- 
able prediction” as a basis for accrual. 
Jn an unpublished Ruling in 1944, the 
Treasury allowed a company to deduct 
accruals based on estimates for vacation 
pay to be disbursed the following year; 
liability to make the payments was fixed, 
but the amount depended on the rate 
of pay in effect when the vacation was 
actually taken. The deduction was 
allowed by the Treasury on the ground 
that an item may be properly accrued 
although the amount is not definitely 
fixed. Again, in 1947, the Treasury au- 
thorized deduction of accruals based on 
estimates. This case was not as difficult 
as that covered by the 1944 Ruling since 
the contract provided for flat sum vaca- 
tion payments which could be deter- 
mined at the end of the qualifying year 
and were payable either as vacation 
wages or as additional cash in the event 
of termination of employment. There 
was, however, recognition of the prin- 
ciple that an accrual-basis taxpayer may 
properly deduct items as to which cer- 
tainty can be achieved within a reason- 
able time after the taxable year. Finally, 
in 1949, the Treasury allowed the de- 
duction of estimated accruals for vaca- 
tion pay, although the right to the vaca- 
tion pay might be lost if the employ- 
ment was terminated after the taxable 
period for which accruals were made, 
but before vacation time had arrived. 
This circumstance was said not to “pre- 
clude the accrual of vacation pay at the 
end of the taxable year in which the 
services are performed, since, with re- 
spect to the individual employee at the 
end of such year, the employer would be 
justified in anticipating that the liability 
will be paid. .. .” (Emphasis added.) 

The Tax Court was not persuaded. In 
a series of decisions which were brought 
as a result of repudiations in whole or 
in part of the rulings by the Commis- 
sioner and Treasury, the Tax Court 
concluded that where the vacation pay- 
ments could be lost by termination: of 
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[This article is based on a paper “The 
Change from Cash to Accrual Account- 
ing for Federal Income Tax Purposes, 
Pyramided Income, Double Deduction 
and Double Talk” is reprinted by special 
permission from the Northwestern Uni- 
versity Law Review, Vol 51 No. 5}. 


employment or where there might be 
changes in the amount of vacation pay- 
ments, the taxpayer could not know the 
facts which were necessary to calculate 
its liability and accrue specified portions 
of its vacation payments during the 
preceding taxable period. 

In the Sheldon case, 214 F.2d 655 (6th 
Cir. 
disallowing a deduction of reserves for 


1954), the one Tax Court decision 
vacation pay expense which got at least 
the partial attention of a circuit court 
of appeals, the Tax Court was upheld. 
The significance of the affirmance may 
be discounted, perhaps, since it involved 
a taxpayer whose liability for accrued 
vacation pay was actually determined by 
the execution of a union contract in 
the following year; as a consequence, 
the court could say more persuasively 
in this case than in others that “reason- 
able probability during the taxable year 
that a liability will accrue is not 
a matter of fact, it does 
not actually come into existence during 


the 


sufficient if, as 


taxable year. A liability does not 
accrue for tax purposes as long as it 
remains the 


necessary to create the liability have not 


contingent, or if events 


occurred.” 


Section 462 


This was the background of vacilla- 
tion and uncertainty which surrounded 
the subject of 


expense reserves when 


Congress undertook consideration of 
amendments to the accounting provi- 
sions of the Internal Revenue Code of 
1939. The solution to the confusion, as 
proposed in the House version of the 
Internal Revenue Code of 1954, seemed 
firm and true enough to satisfy even the 
American Institute of Accountants. Sec- 
tion 462, in pertinent part, provided: 
“In computing taxable income for 
shall be taken 
reasonable addition to 


the taxable 


into 


year there 
account a 
each reserve for estimated expenses to 
which this Section applies. ... The term 
“estimated expenses” means a deduction 

. . part or all of which (but for this 
Section) would be required to be taken 
into account for a subsequent taxable 
year and . which the Secretary 
or his delegate is satisfied can be esti- 
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mated with reasonable accuracy.” 


The House Committee seemed sure of 


what it was doing: the reserve method 
not to be and 
expenses of a contingent or contested 


was allowed for costs 
nature as to which there was no reason- 
able certainty as to amount; and re- 
serves for general undetermined con- 
tingencies, for indefinite future losses, 
and for expenses not reasonably related 
to the taxable year which were thought 
not to be susceptible of estimation with 
reasonable accuracy were not within the 
intent of the provision. But expenses 
which could be estimated with reason- 
able certainty were clearly within the 
provision including vacation pay 
pense, the amount of which might be 
affected to 


ex- 
some extent by events 
occurring after the end of the taxable 
period. The provision seemed to repre- 
sent a clear return to the principles of 
Anderson and the 1916 Treasury Ruling, 
and a repudiation of Brown in its in- 
terpreted requirement of absolute cer- 
tainty. 

The also seemed 
determined that, on a transition from a 


House Committee 
cash basis to an accrual basis of account- 
ing, the reserve method was not to be 
available for any deduction which was 
attributable to income that had been 
taken into account in taxable years pre- 
ceding the first taxable year for which 
the election was made. Thus, the prin- 
ciple that the method pursued must 
“clearly reflect income” was preserved. 
Quite plausibly, this could be _ inter- 
preted to mean that the Committee pro- 
posed to avoid a double deduction prob- 
lem such as was engendered when Con- 
authorized the use of a reserve 
method in the deduction of bad debts 
expense and the Treasury, without re- 


gress 


gard to clear reflection of income, issued 
regulations permitting, in the transition 
taxable period, both the charge off of 
debts determined to be worthless and a 
reasonable addition to a reserve for bad 
debts. 

The Senate Finance Committee, how- 
ever, must have been persuaded that 
granting the right to estimate expenses 
against reserves would not preclude the 
deduction of expenses actually paid in 
the transition year, for the Committee 
added a parenthetical phrase to the sub- 
section which authorized estimation of 
expenses: 

“In computing taxable income for 
the taxable year, there shall be taken 
into account (in the discretion of the 
Secretary or his delegate) a reasonable 


addition to each reserve for estimated 
expenses to which this section applies.” 
(Emphasis added.) 

This phrase was said to be in lieu of a 
of the American In- 
stitute of Accountants that “. . . to avoid 
undue distortion of income, the addi- 


recommendation 


tion to the reserve should be spread as 
a deduction over the transitional year 
and the two succeeding years.” It was 
suggested that with this parenthetically 
added power the Secretary could “re- 
quire the spreading of the deductions 
for incurred in 
year of transition to the reserve method, 


actual expenses the 
over an extended period of years, a 
period which could be much longer than 
that advocated by the American Insti- 
tute Had 


mittee stopped helping the Secretary at 


of Accountants.” the Com- 
this point, it seems likely that he might 
have controlled the overlapping deduc- 
tions under his general authority to so 
require the calculation to be made as to 
reflect income clearly for the taxable 
the 
laconically remarks that the House bill 


period. However, Senate report 


was silent on the status of deductions 
for expenses attributable to taxable years 
prior to 1954 but incurred subsequent 
thereto and that to clarify uncertainty 
it was adding the following amendment: 

“Any deduction attributable to in- 
come taken into account in computing 
for taxable 
ceding the first taxable year for which 


taxable income years pre- 
the election is made shall be allowable in 
the same manner and to the same extent 
as if this had 


acted.” 


Section not been en- 

It “clarified” the matter by adding a 
subsection which made an outright grant 
of the right to deduct actual expenses 
paid as well as estimated expenses 
against reserves! This was the amend- 
ment providing a “double deduction” 
on which Section 462 ultimately found- 
ered and on the basis of which it was 
repealed, in order to avoid an estimated 
loss of some 400 to 500 million dollars 
of revenue in 1954. 

The rest is history. The Senate did 
acquiesce in the repeal of Section 462 
(and Section 452)? at the urgent re- 
quest of the Secretary, who said he could 
find no other way of the impasse. 

As in the case of providing a solution 
for the initial transition from cash to 
2Section 452, permitting accrual accounting 
principles for prepaid income, was not seriously 
attacked throughout the repeal proceedings: the 
original estimated revenue loss of $47 million at- 
tributed to the new accounting provisions may 
have been largely this item since on a later, 


more careful estimate, it was estimated at $50 
million. At least one circuit court of appeals 
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accrual-basis accounting in Section 481, 
so in considering both the enactment 
and repeal of Section 462 there was in- 
adequate, if any, consideration of two 
basic tenets which have been decisive in 
litigation before the circuit courts of 
appeal: (1) income must be clearly re- 
flected in the year of change—as in all 
other years; and (2) the applicable sta- 
tute of limitations must be observed. 
There was no reason to jettison these 
tenets in providing for the initial transi- 
tion from cash to accrual accounting; 
and there was no reason for doing so in 
making the transition from a hybrid cash- 
accrual basis to full accrual accounting, 
such as was contemplated in Sections 
452 and 462. Adapting Judge Learned 
Hand’s comments on the pyramided in- 
come problem in Bennet, 137 F.2d 537, 
538 (2d Cir. 1943), to the double deduc- 
tion problem, “it by no means follows 
that to fallow] a deduction in a later 
year will restore the situation to what it 
would have been if the tax had been 
assessed correctly in the first year and 
[disallowed] in the 
second; on the contrary it seldom, if 
ever, will do so.” 


the deduction 


Nor should the tax- 
payer, any more than the Commissioner, 
be permitted to reach around the ap- 
plicable statute of limitations. 

lo reflect income clearly in the year 
of change and pay a decent respect for 
the statute of limitations, the estimated 
expenses in the year of transition should 
be substituted for the expenses actually 
paid that year; the prior returns which 
are still under the statute of 
limitations should be amended to re- 


open 


flect the actual expense which should 
estimate 
(which was not permissible under prior 


have been deducted as an 
Regulations); and prior returns which 
are no longer open under the statute of 
disturbed 


either by attempts to rectify past errors 


limitations should not be 
against the taxpayer resulting from dis- 
allowance of estimated expenses, or past 
errors in favor of the taxpayer resulting 
from allowance of overstated cost of 
goods sold or understated sales. In both 
cases the basic error often goes to the 
beginning year of operations, a year 
on which the statute may have long 
since run. 

[he statutory changes necessary to 
assure a solution of the transition prob- 
has sustained the principle of §452 as being only 
proper accrual accounting, permissible with or 
without $452 in the interest of clearly reflecting 
income. Beacon Publishing Co., 218 F.2d 697 
(10th Cir. 1955). 
> Hearings on H.R. 4725 Before the Committee 


on Ways and Means of the House, 84th Cong., 
Ist Sess. 31 (1955). 


lem in keeping with the jurisprudence 
of the circuit courts of appeal would 
not seem overly complex. Section 462 
should be restored, but with subsection 
(e) deleted and with such language 
changes in subsection (c) as are neces- 
sary to insure that the estimating process 
is limited to expenses which are sufficient- 
ly related to the production of annual 
income to warrant it and which can be 
predicted with reasonable accuracy. Sec- 
tion 481 should provide simply for 
establishing the taxpayers’ taxable in- 
come under the accrual method of ac- 
counting for years open under the sta- 
tute of limitations, and no more. Since 
there would be legitimate concern only 
with these open years and they would 
have been corrected, there would be no 
need for authorizing the Commissioner 
to take into account, as he now may 
under Section 481, “those adjustments 
which 


are determined to be necessary 
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solely by reason of the change in order 
to prevent amounts from being dupli- 
cated or omitted.” The year of change 
would clearly reflect income since tax- 
able income would be computed using 
inventories, purchases, and sales on an 
actual accrual basis without “‘pyramid- 
ing,” and also using estimated expenses 
without “double deduction” resulting 
from including expenses paid during the 
taxable year, but applicable to previous 
years. 

During the course of the repealer 
hearings, a Congressman asked the Sec- 
retary of the Treasury rather plaintive- 
ly: “Why can we not go back to the 
point we were intending to go to?” and 
the Secretary replied: “I do not know 
how to get there.”3 Since a number of 
our circuit courts of appeal do seem to 
know, as a result of long and painful 
study of litigated cases, I suggest we 
utilize their knowledge. oa 


Equipment leasing loses tax advantage 


under 1954-Code depreciation rules 


— OF EQUIPMENT for the purpose 
of obtaining tax advantages is being 
pretty well killed by the liberal depre- 
ciation provisions of the 1954 Code, the 
Yale Law Journal reports, as a result of 
a survey recently conducted by its edi- 
tors. This is not to say, of course, that 
certain business purposes are not well 
served by leasing. Both these considera- 
tions were researched by the editors, sup- 
plemented by interviews with lawyers, 
bankers, insurance and finance company 
executives active in the financing of 
leased equipment. We have asked the 
Journal for permission to report here the 
passages of their study related to tax 
Readers 
non-tax consideration will find the com- 
plete study in Volume 66 of the Journal. 
Here is the text (with the extensive foot- 
notes omitted): 


considerations. interested in 


The reason usually given for leasing 
is tax economy. The principal tax saving 
claimed is postponement of federal in- 
come taxes by accelerating the deduc- 
tions attributable to use of the equip- 
ment. In addition, income taxes may at 
times be reduced by shifting income to 
an affiliate in a lower tax bracket. 

A taxpayer may derive tax advantages 
from acquiring equipment by leasing it 
for its useful life rather than by taking 
possession of it under a conditional sale. 


As lessee, the taxpayer can deduct from 
his gross income all sums paid during the 
taxable year as rentals. As conditional 
vendee, the taxpayer can deduct only 
the depreciation, regardless of the 
amounts which have in fact been ex- 
pended during the year to acquire the 
equipment. If, under the credit terms 
which the owner of the equipment is 
willing to extend to the prospective user, 
the payments which must be made in the 
early years of the equipment’s useful life 
exceed the annual allowable deprecia- 
tion, the taxpayer can accelerate what 
are in effect his deductible depreciation 
expenses by utilizing a leasing arrange- 
ment. Of course insofar as the lessee’s 
rents total only the cost of the equip- 
ment, he does not have deductions in 
excess of those available through depre- 
ciation. The purported gain is achieved 
by timing. Increasing deductions in any 
year decreases that year’s income tax. 
Although the taxpayer must pay this 
saving later, in the meantime he retains 
his money for investment. An optimistic 
taxpayer will also be influenced by the 
possibility of lower tax rates in future 
years. Moreover, if the equipment user 
postpones taking his deduction, it might 
be wasted in later years because of the 
absence of offsetting income. 

The unique benefits of leasing as a 
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vehicle for rapid deductions have been 
severely tempered by 1954 additions to 
the Tax Code, applicable to property 
constructed or originally put to use after 
1953. A taxpayer is now permitted to 
depreciate such property, to which he 
has taken or is taking title, on the basis 
of depreciation methods entailing accel- 
erated write-offs. For example, under the 
sum of the years-digit method, over sev- 
enty per cent of the cost of the equip- 
ment may be deducted during the first 
half of its useful life. Thus, while leas- 
ing may offer tax benefits as to equip- 
ment not eligible for the 1954 Code’s 
liberal depreciation allowances, it will 
not be more advantageous than a condi- 
tional sale transaction unless the pattern 
of rentals which the lessee is required to 
pay is such that the rent paid in the 
early years of the lease still exceeds the 
maximum depreciation presently allow- 
able. Conversely, if, under the 
terms available to the equipment user, 
the required payments in the initial 
years of the property’s useful life would 
not exceed allowable depreciation, leas- 


credit 


ing will be less advantageous tax-wise. 

laxpayers leasing new equipment 
have also sought rapid write-offs by vol- 
unteering to pay the bulk of the lessor’s 
costs as rentals during the initial years 
of the lease term. The accelerated deduc- 
tions thus obtained may prove beneficial 
if tax rates decrease or the lessee lacks 
offsetting income for subsequent years. 
However, the lessee may have to pay a 
substantial price for these advantages in 
terms of retained capital. And, more- 
over, the capital freed by the deduction 
will, for a corporation, be only about 
half of the amount paid out as rent 
when tax rates are 52%. 

However, a taxpayer may be able to 
avoid such impairment of earnings by 
borrowing the amount by which retained 
capital is diminished. Since for a corpo- 
rate taxpayer roughly one half of the 
capital paid as accelerated rentals will 
be recouped as a result of the tax deduc- 
tion, the taxpayer need only borrow a 
sum equal to the other half to keep his 
retained capital intact. 


Tax risks in leases 

While the prospect of accelerated de- 
ductions might induce an equipment 
user to adopt an arrangement formally 
labeled a transactions are 
closely scrutinized by the Tax Commis- 
sioner. Where the term of the purported 
lease is roughly equivalent to the useful 


lease, such 


life of the property, the Commissioner 
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may attempt to treat the transaction for 
tax purposes as a sale. While it is true 
that, for non-tax law, provision for ulti- 
mate passage of title is a condition pre- 
cedent to the existence of a conditional 
contract, the Commissioner 

that the “lessee” should 
charged with equitable title, on the 
ground that he will enjoy all the bene- 
fits of ownership for substantially the 
entire life of the equipment. The conse- 
quence of such a finding is that the ac- 
celerated rental payments will be classi- 
fied as capital expenditures which can 


sale may 


contend be 


be recovered only through depreciation 
deductions. Where the basic lease term 
is for less than the useful life, but the 
taxpayer is granted an option to renew 
at. a the 
may also regard the contract as a sale of 
an interest in property. Leases with op- 
tions to purchase for a nominal sum at 
the conclusion of the lease term will face 
a similar fate; if the Commissioner can 
demonstrate that exercise of the option 
by the lessee is likely, both local and tax 
law will consider the transaction a con- 


nominal rent, Commissioner 


ditional sale contract. 


Lease for less than useful life 


To avoid the possibility of formal 
being branded 
conditional sales, taxpayers have resorted 
to leases running for a period substan- 
tially the useful life of the 
equipment, and containing no options 
to purchase or renew. Although under 
such terms the lessor may be said to re- 
interest of some 
value, he will usually insist that the 
stipulated rentals fully cover the pur- 


leasing arrangements 


less than 


tain a reversionary 


chase price of the equipment and the 
lessor’s other charges. Thus the taxpay- 
er, while able to deduct as rental ex- 
pense all payments made to the lessor, 
will lose any useful life remaining in 
the property at the conclusion of the 
lease, even though he has paid substan- 
tially its entire cost. The lessee in effect 
is gambling that the detriment resulting 
from the loss of the equipment at the 
expiration of the lease—often mitigated 
by obsolescence of the property and in- 
creased maintenance expense in its later 
years—will be more than off-set by the 
value to him of having benefited from 
the accelerated deductions during the 
lease term. Yet, the fair market value of 
the property relinquished at the conclu- 
sion of the lease may prove so high that 
any tax advantages effectuated by the 
leasing plan are outweighed. 

There are additional tax risks in leas- 


ing arrangements. If the lessee is given 
use of the equipment for its entire life, 
it may be contended that the dispropor- 
tionately high rental payments in the 
initial years of the lease should be con- 
sidered either as capital expenditures for 
a leasehold or as advance rentals for sub- 
sequent years. Under either of these 
theories, the lessee would not even en- 
joy the 1954 Code’s accelerated deprecia- 
tion deductions applicable to property 
purchased by a conditional sale; instead, 
he would be limited to prorating the 
total cost of the equipment in a straight 
line over the term of the lease. Similar- 
ly, if the lease is for less than useful life 
but the lessee is given an option to re- 
new for a nominal rent, it could be es- 
tablished that exercise of the option is 
likely, and that the original lease term 
over which rentals are to be prorated 
should be held to include the renewal 
period. Although the Commissioner has, 
to date, generally been satisfied to argue 
that a purported lease should be treated 
as a conditional sale, he may in the fu- 
ture advocate the more extreme position 
in order to curb the use of leasing ar- 
rangements as a vehicle for accelerated 
deductions. 

In summary, the purported benefit of 
rapid deductions achieved through leas- 
ing newly acquired equipment may be 
largely illusory. To the extent that ac- 
celerated depreciation allowances are 
available under the 1954 Code, the ad- 
vantage enjoyed by the lessee over the 
corresponding purchaser will be greatly 
diminished. If a lessee voluntarily agrees 
to make rental payments in the early 
years of the lease in excess of allowable 
depreciation, he may lose more by sac- 
rificing the earning power of retained 
capital than he gains by potential tax 
savings. Leasing agreements which grant 
the lessee the equivalent of ownership of 
the leased property may be pierced by 
the Commissioner, and expected tax 
benefits disallowed. And if the lessee 
seeks to avoid such pitfalls by accepting 
an early termination of the lease, he may 
evenutally suffer a loss of useful equip- 
ment which more than absorbs the ad- 
vantage of accelerated deductions. 


Income splitting among affiliates 


Leases may also be used to minimize 
between 
affliated taxpayers. Transactions with 
affiliates will usually be upheld if the 
existence of a separate legal entity is 
justified by a business purpose, such as 
limiting liability or performing a sever- 


taxes by splitting income 
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able business function, and if the desig- 
nated prices are in those 
charged by independents. In the typical 
long-term lease, expenses and profits of 
the lessor generally make the total rent 
on a piece of equipment higher than its 
purchase price under a financing ar- 


line with 


rangement. Thus if a parent corpora- 
tion, instead of purchasing equipment 
clirectly, rents it from a subsidiary at 


prevailing rates, the parent will be 
afforded an extra deductible expense. 
Of course all payments by the lessee 


must be the 
afhliated lessor, but if the latter is in a 
lower bracket, the total tax bill will be 


reduced. Savings will be greatest if the 


reported as income by 


lessor is not a corporation, for a corpo- 


rate afhliate would soon reach the 


parent’s tax level. Use of a single sub- 
sidiary corporation can save no more 
than $5,500 annually, and this sum 
limits the benefits available to publicly- 
held corporations, which have no prac- 
ticable alternative but to use corporate 
affiliates. In addition, there is the risk 
that expected tax savings will be dis- 
aJlowed on the ground that the leasing 
arrangement serves no legitimate busi- 
ness purpose other than to afford a tax 
reduction. 

Leasing will not produce many of the 
expected benefits which appear to have 
spurred its use. Significant tax savings 
through accelerated depreciation seem 
unlikely, though there are limited op- 
portunities to minimize taxes by dis- 
tributing income to affiliated lessors. * 


Credit men say provision for taxes 


should appear on balance-sheet 


A“ MMARY OF credit-manager think- 
ing* indicates credit men generally 
feel strongly that a provision for unpaid 
taxes should appear on_balance-sheets. 
We 


symposium participants: 


excerpt here from statements of 


“Important but not overwhelming” 


Robert R. Bartlett, credit manager of 
L. P. Muller & Co., Philadelphia, Penna. 
cotton yarn distributor, emphasized the 
importance of a tax provision but didn’t 
feel its absence was an overriding con- 
sideration. In his words: 

“Failure of a balance-sheet to include 
1 reserve for taxes requires more de- 
tailed investigation and caution in de- 
but 
should not, per se, eliminate the appli- 


termining credit responsibility, 
cant from favorable consideration. 

“The thoughtful analyst obviously can- 
not ignore the effect of taxes on a busi- 
ness, regardless of its size or the type of 
organization. Calculating tax liability 
of a corporation is a relatively simple 
matter once a profit-and-loss statement 
has been determined, and the well-pre- 
pared corporate balance-sheet should 
show a reserve for taxes, or indicate by 
appropriate footnote the reason none is 
set up. 

“Tax liability for sole proprietorships 
and partnerships is the responsibility of 
the individual, but we note with interest 
the increasing number of proprietorship 
in Credit & Financial 


*Reported Management. 


and partnership balance-sheets showing 
a reserve for taxes. This development re- 
flects the fact that individuals seldom 
possess liquid assets (outside the busi- 
ness) sufficient to meet accrued tax 
liability, and the business ultimately 
must generate the funds with which 
taxes are paid. 

“In summary, we feel the corporate 
statement should treat the matter posi- 
tively by showing a reserve for taxes 
or stating specifically why one does not 
appear. We think showing a reserve for 
taxes on partnership and sole proprietor- 
ship statements should be encouraged as 
logical and realistic. 

“Were we to receive a corporation 
balance-sheet without a reserve for taxes, 
and if no P & L accompanied the 
balance-sheet, our first check would be as 
to whether the statement was certified. 
We attach considerable importance to 
certification, and assuming the statement 
were certified, we would be inclined to 
believe there 
absence of the 
asume an 


the 
rather than to 


was a reason for 
reserve 
oversight or a _ deliberate 
omission. 

“We would carefully check available 
credit information for a possible ex- 
planation. Of particular interest would 
be comparative statement figures gen- 
erally included in agency reports. A 
check of earned surplus figures for pre- 
ceding years would establish whether 
the subject operated profitably, also 
whether, within the allowable five-year 
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period, net operating losses were sus- 
tained which could provide the basis 
for a loss carryforward. Other sources 
of information might be the accountant 
who prepared the statement and the 
applicant’s bank or factor. 

“There is nothing particularly sacred 
about a reserve for taxes, and failure to 
show a reserve should be considered only 
in relation to all other information bear- 
ing on the credit worthiness of the 
applicant. The credit man soon learns 
that even on statements showing a re- 
serve for taxes there is no positive assur- 
ance that the reserve reflects the tax 
liability that may be developed by the 
collector of internal revenue.” 

Paul E. George, lawyer and account- 
ant, is financial and legal relations man- 
ager for the Columbian Rope Co. and 
its subsidiaries. An assistant director of 
the NACM Graduate School of Credit 
and Financial Management, Dartmouth, 
Mr. George was much sterner on the 
omission of such reserves: 

“Assuming that a corporation operates 
on the calendar-year basis, its year-end 
balance-sheet should be outlawed if it 
fails to show a reserve for taxes. Tax 
liabilities could well be so great that 
failure to show them could almost be 
classified as criminal neglect. The effect 
on my personal evaluation of such a 
balance-sheet is just as great as if the 
company had failed to list its accounts 
payable. 

“The answer to this question, how- 
ever, would not seem to me to be com- 
plete unless we go deeper into the sub- 
ject than just the matter of showing a 
reserve for taxes. A balance-sheet show- 
ing a reserve for taxes may still be en- 
tirely inadequate unless there is a pretty 
obvious indication that liquidity is at a 
level where the tax liability can be met 
in the amount and at the time required. 
A tax reserve may be indicative only of 
the extremely deep trouble a company 
will find itself in when it must pay out 
cash to settle the tax liability. Taxes 
come first, both while the company is 
operating and after the company finds it 
impossible to operate because of in- 
ability to turn assets into the cash neces- 
sary to pay off existing tax liabilities. 

“It is possible to determine from ade- 
quate financial information that the « 
may not be a substantial tax liability. 
It may also be that the financial condi- 
tion of the company is such that it could, 
without too much trouble, take care 
of the tax liability you estimate it owes. 

“Failing in these, the most logical and 
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most practical way of getting the neces- 
sary information is to ask the potential 
customer directly how he stands with re- 
spect to tax liability and the where- 
withal to settle when the tax is due.” 


Wants full details 


Chaudoin Callaway, Jr., past president 
of the National of Credit 
Men and treasurer of the Crystal Springs 
Bleachery at Ga., 


that whether the account was a new or 


Association 


Chickamauga, said 
an old one had some bearing on his 
company’s insistence on seeing the tax- 
reserve provision: 

“The majority of our customers are 
corporations, and in most instances tax 
reserves, including federal and state in- 
come taxes, appear on the balance-sheet. 
We of 


on the figure. If it does not appear we 


course place considerable value 


assume, insofar as income taxes are con- 
cerned, that the operations were un- 
profitable. 


“In the case of partnership statements, 
an income-tax figure seldom appears. If 
it seems to us that a substantial with- 
drawal from the partnership funds for 
taxes would affect the smooth operation 
of the would in that 
stance ascertain the figure direct. 


business, we in- 


Statement reveals liability 
“Proprietorship statements invariably 
reveal the tax liability. 
“We maintain comparative figures for 
a number of years on each account. If 


these considerable 


Statements reflect 
progress, and the working-capital posi- 
tion and other pertinent items are in 
proper alignment, with favorable bank 
and trade support, we do not insist on 
the figure being divulged, although, as 
I have situation is 
the exception rather than the rule. 
“Another thing that has considerable 
weight with us is whether or 
account 


mentioned, such a 


not the 


is a new one we have 
been serving for a number of years. If 


it is a new account, we would want full 


one or 


details with reference to the tax reserves. 
In that event we would request the in- 
formation either through one of the re- 
porting agencies, or direct, preferably 
the latter. Where we have requested this 
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information we do not recall that it has 


not been readily supplied.” 


Stern evaluation necessary 


From J. L. Kaiser came a firm 
sistence on the importance of an ade- 


in- 


quate reserve to a company’s general 
financial soundness. Credit manager of 
Dan River Mills and active in half a 
dozen professional associations, Mr. 
Kaiser explained: 

“Because of the priority of unpaid 
federal and state income taxes, which in 
a great many instances appear to be used 
as working capital with the hope of 
payment at a later date, a balance-sheet 
which not only fails to list a reserve for 
these items but does not age the amounts 
due by the case of 
federal income taxes does not indicate 


quarters, or in 


the years for which clearances have been 
obtained, is obviously subject to stern 
evaluation and discount. This is particu- 
larly pertinent at present, in view of 
the emphasis and pressure being directed 
to these obligations by the various tax 
authorities. Businesses that have not paid 
these taxes with reasonable promptness, 
or are in arrears for any period of time, 
may be subject not only to full and im- 
mediate assessment but to a_ heavy 
penalty as well. In some cases to my 
knowledge, this could have a dire effect 
on working capital and hence on paying 
ability. 

“Determination of a credit line to a 
company which has not set up appro- 
priate tax reserves is much more difficult 
for account than for a 
new applicant. In the former there is a 
performance record, a history, which the 
credit executive 


an established 


cannot afford to dis- 
regard. He cannot terminate or reduce 
the relationship if he is to retain the 
customer’s goodwill and remain in the 
good graces of his sales department and 
management. Rather, he must approach 
the subject diplomatically with his cus- 
tomer, or with the customer’s account- 
ant, explain the problem, and cooperate 
in a spirit of trust and confidence. 

“In the case of a new applicant the 
approach may be firmer, but still tactful. 
The credit executive may list a number 
of requisites for the opening of an ac- 
count, a sort of checklist of items to be 
covered in the interview. He should be 
careful to include the reserve for taxes 
and point out why it should be prom- 
inently indicated on the balance-sheet. 
If other factors, such as the relationship 
of current assets and the other current 
liabilities, and the operating statement, 


are considered acceptable, information 
obtained on the status of the tax liabil- 
ity may permit the credit executive to 
arrive at a fair credit 
absence of a reserve for taxes.” 


line despite 


Wants explanation of absence 
Credit manager of Cone Mills, Forrest 
S. Dayton (a director of the New York 


Credit & Financial As- 
sociation) un- 


Management 
said the absence of an 
paid-tax reserve can seriously mislead the 
reader of the balance-sheet: 

“A balance-sheet which does not show 
a reserve for taxes quite naturally raises 
Was this a_ profitable 
operation? If so, why is no reserve for 
the details of 
profit-and-loss figures are most helpful, 


the question: 
taxes shown? Of course 


but in the absence of them the question 
is: How does the net worth of the state- 
ment under the 
one issued the previous year (assuming 


review Compare with 
this is available) ? Does the statement of 
the more recent date show a decrease or 
an increase in net worth when compared 
to the de- 


crease is shown, assuming that it is not 


former balance-sheet? If a 


due to withdrawals, this obviously would 

explain the reason for no reserve for 

taxes appearing on the balance-sheet. 
“tt 2 


shown, 


fair increase in worth is 


the 


net 


customer should be ques- 
tioned as to whether the increase is due 
to profitable operations or to an addi- 
tional the 


profitable operations brought the in- 


investment in business. If 
crease, then an explanation for omitting 
the reserve for taxes from the balance- 
sheet should be given and the proper 
reserve figure provided. Should, however, 
only a nominal increase in net worth be 
that 
the balance-sheet, though not providing 


shown, it is reasonable to assume 
a reserve for taxes, may be relied upon 
for credit purposes, provided the other 
items of the statement are in proper re- 
lationship. 

“The absence of a reserve for taxes on 
an interim statement should not be lost 
sight of. Frequently the reason given for 
its omission is that the management or 
its accountant does not know what the 
earnings of the business will be for its 
year’s operation. However. the interim 
statement wtihout this figure, if the com- 
pany has been operating profitably, is 
misleading to say the least. It is quite 
possible, where this omission has oc- 
curred, that the credit man will have a 
great surprise when the company’s year- 
end statement is issued. with a sizable 


liability as a reserve for taxes, thereby 


—— 
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increasing the total indebtedness by that 
amount and leaving the company’s net 
worth somewhat less than reported on 
the interim statement.” 


Credit men should educate customers 


Sidney M. Stein, president of Congress 
(New York) 


several important professional associa- 


Factors and a director of 
of the 
tomer to the importance of the tax- 
liability figure: 


tions, called for education 


Cus- 


Generally accepted accounting proce- 
dures dictate that reserves for corporate 
taxes be set up, and this is true whether 
the figures are submitted for manage- 
ment use or for credit purposes. It is 
improper not to specify that fact in the 
itself or at least 


report make 


reference to it in the accountant’s foot- 


some 


notes, letter or transmittal, or verifica- 

tion form. 
“Whenever a corporate balance-sheet 

shows profitable operations, particular 


attention should always be given to tax 


liability. Of course, when a corporation 
has a tax-loss carryover, the impact of 
tax liability on current earnings becomes 
less severe. When such reserves are not 
set up, I believe a very important liabil- 
ity has been excluded and it becomes 
the duty of every credit executive to 
inquire about it either directly of the 
customer or of his accountant, whenever 
feasible. 

“In 


partnership or sole proprietorship where 


the case of a balance-sheet of a 
reserves for taxes are not normally set 
forth, proper inquiry should nevertheless 
be made by credit men concerning tax 
liability, if any. 

“It is obvious that when the profits 
indicated are of a or substantial 
the liability is 
surately large. Credit men should advise 


fair 
nature, tax commen- 
their customers that failure to set up a 
provision for taxes may cast some doubt 
on the financial statement itself and may 
also have the ultimate effect of impairing 
their credit.” 


When does a contingent 


liability become accruable? 


-pesate rHE DATE for accruing a contin- 
gent liability is one of the most diffi- 
cult of tax problems. Neither the courts 
nor Congress has come up with a rule 
that is acceptable to all. It is small con- 
solation perhaps, but it is interesting to 
note that the British have as much dif- 
ficulty with the problem as we. H. C. 
Edey, commenting on this problem in 
the British Tax Review, said: 

In the recent case Southern Railway 
Ltd. Owen! 


sought to deny the right of the appel- 


of Peru, the Revenue 
lant company to deduct, in the compu- 
tation of its trading profit, an estimated 
amount in respect of its contingent 
liability under Peruvian law to pay, at 
an uncertain later date, compensation 
to its employees on the termination of 
their services. The liability was contin- 
gent because the payment to any par- 
ticular employee could be forfeited by 
his misconduct or, in some cases, by his 
voluntary termination of his contract. 
Che appellant company sought to de- 
duct in its annual computation a pro-- 
vision equal to the cost that would ulti- 


mately be thrown upon it in respect of 


3 W.L.R. 389; (1956) 2 All E.R. 728 (H.L.) 
(1956). 
2 A.C. 443; 6 T.C. 59 (1912). 


each employee’s services for the year in 
question. The Crown was prepared to 
allow deductions of payments only in 
the year when they were actually made. 

Lord Radcliffe (with whose opinion 
Earl Jowitt and Lord Tucker expressed 
their agreement) rejected the Crown’s 
argument that there is a rule of law that 
the the 
computation of any provision for future 
payments (or receipts) if the liability to 
make (or receive) them is, in the legal 


forbids introduction into tax 


sense, no more than contingent at the 
closing of the relevant year of account. 
On the contrary, his Lordship said that 
the overriding principle of law remained 
as it was stated by Lord Haldane in 
Sun Insurance Office v. Clark? namely, 
that “the question of what is or is not 
profit or gain must primarily be one of 
fact and of fact to be ascertained by the 
tests applied in ordinary business.” 
Lord Radcliffe commented significant- 
ly at this point that the techniques and 
practices of commercial accountancy are 
very far from static. His Lordship also 
said that he would view with dismay 
the assertion of legal theories as to the 
ascertainment of true annual profits 
which were in conflict with current ac- 


countancy practice and were not re- 
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quired by some special statutory provi- 
sion of the Income Tax Act. 

Lord Radcliffe also commented on the 
rationale of the principle enunciated by 
Lord Haldane, pointing out that the 
Revenue contention (which implied a 
profit calculation based upon allowing 
particular expenses only when they had 
become legal liabilities or when cash 
had actually been paid) had little rele- 
vance to the facts of business. The trader 
had to take account of the business as a 
whole; the mere fact that any one obli- 
gation of a trader was uncertain did not 
mean that a sufficiently precise view 
could not be taken of the aggregate re- 
sults of trading. 

The vital question to be answered was 
whether the deduction claimed was an 
essential charge against the receipts of 
the trade in order to enable a true profit 
to be stated for the year in question. 
This question could not be answered 
without evidence on accepted account- 
ing theory or established practice. One 
man’s opinion was not enough. It seems, 
however, that his Lordship did not con- 
sider the opinion of distinguished mem- 
bers of the accounting profession would 
necessarily be decisive, for he also stated 
that if a liability was to be deductible, 
the techniques of accounting practice 
must make it possible to supply a figure 
reliable enough for the purpose. What 
criterion was to be applied in deciding 
whether the conditions expressed by the 
words “reliable enough for the purpose” 
was left open. It is difficult to read this 
other than as a qualification of Lord 
Haldane’s dictum quoted above. 


Taxpayer's calculation inexact 

In the Southern Railway of Peru case 
evidence had been given before the 
Special Commissioners by a distinguished 
independent accountant, as well as by 
the company’s own auditor, that to pro- 
vide for the liability was correct accoun- 
tancy practice. His Lordship was never- 
theless unable to find for the appellant 
company because evidence had not been 
brought to establish that a sufficiently 
careful assessment of the burden arising 
out of future compensation in respect 
of employees’ services for the year under 
review had been made. In particular, 
the provision had been fixed on the basis 
of payments that would have been due 
to each employee had he been retired 
at the end of the year of account with- 
out any reduction for: (a) the possible 
forfeiting of compensation by individ- 
ual employees; (b) the possibility of a 
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change in Peruvian law; or (c) the de- 
duction of discount, a very important 
factor in view of the long period which 
might ensue before payments were final- 
ly made. Lord Radcliffe would have ex- 
pected an appropriate formula to in- 
clude also an arrangement for periodical 
revision of the aggregate provision and 
the bringing back into taxation of any 
excess provision. His Lordship expressed 
no view on whether a satisfactory form- 
ula could be found. As he did not, how- 
ever, consider the case one for remission 
to the Special Commissioners, the appeal 
in his opinion failed; the appellant had 
available the rough-and-ready alterna- 
tive method of deducting the payments 
in the year when they were actually 
made. 

Lord MacDermott’s dissenting opin- 
ion represented in essence disagreement 
with Lord Radcliffe’s judgment only on 
the question of remission to the Special 
Lord MacDer- 
mott would have allowed. 


Commissioners, which 

Lord Oaksey voted with the majority 
on the grounds that the liability for 
compensation was too contingent to be 
He did not 


Lord Radcliffe’s 


deductible as an expense. 


associate himself with 


opinion. 


The incomplete rule of the cases 

1. Evidence of generally accepted ac- 
counting theory or established practice 
continues to be relevant; and the mere 
fact that accounting techniques have 
changed or developed need not invali- 
date the use of current techniques for 
the purpose of tax computations. Fur- 
thermore, the mere fact that a liability 
is contingent does not prevent it from 
being taken into account for tax pur- 
poses. Provisional or contingent liabili- 
ties may, it seems, be taken into account 
in appropriate circumstances if they are 
proper accounting charges. This is im- 
portant, for it bears on a type of ac- 
counting situation by no means uncom- 
mon in business: the precise date when 
legal liability arises may be later than 
the effective 
mercial outgo is incurred. A gap be- 


date on which an com- 


tween tax principles and commercial 
accounting principles that has recently 
shown signs of widening has been re- 
duced. 

2. Nevertheless, the 


court, it seems, 


may decide that evidence which estab- 


31 W.L.R. 158; (1954) 1 All E.R. 163: 35 T.C. 
44 (C.A.) (1954). 

*A.C. 85; (1956) 2 W.L.R. 31; (1956) 1 All 
E.R. 20 (P.C.) (1956). 

52 W.L.R. 31; (1956) 1 All E.R. 20; see ante, 
p. 23 (1956). 
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lishes a given accounting practice to be 
a proper one may not suffice to estab- 
lish that the practice produces a figure 
sufficiently reliable for tax purposes; in 
particular, the mere satisfaction of the 
requirements of the company law is not 
conclusive for tax purposes. 

3. There is still no clear criterion of 
what constitutes “reliability” in this con- 
text. On this point the case invites com- 
parison with the recent cases Patrick v. 
Mills, Litd.,8 
of National Revenue v. Anaconda Amer- 


Broadstone and Minister 


ican Brass, Ltd. In these cases the meth- 


Treat replaced assets 


ods of stock valuation adopted by the 
taxpayer (the base stock and the Lifo 
methods respectively) were established 
accounting practices (though not the 
most usual practice). Yet in both cases 
the court found for the Crown.5 Thus 
essentially the same riddle arises from 
these cases as from Southern Railway of 
Peru. What is the test to be applied in 
deciding whether an established account- 
ing 
(vide Southern Railway of Peru) or “‘ac- 
Patrick's 


ceptable for tax purposes? 


practice is sufficiently “reliable” 


curate” (vide case) to be ac- 


as involuntarily 


converted to offset under-depreciation 


ee FIFTEEN YEARS the argument has 
raged whether any taxpayers should 
be permitted to deduct depreciation 
based on replacement costs of assets. 
Everyone seems to be aware of the prob- 
lem, but no effective action has been 
taken to provide relief. 

A new proposal for accomplishing 
this is suggested by Ralph Coughenour 
Jones, Professor of Economics at Yale. 
Working with the American Accounting 
Association under a grant from the Mer- 
rill Foundation for the Advancement of 
Financial Knowledge, he has carried on 
extensive investigations, and now re- 
ports his findings in a 200-page book 
published by the AAA. 

He proposes to emphasize replacement 
rather than depreciation, and “to show 
clearly that there is a significant rela- 
tionship between the retirement of old, 
low-cost assets and the acquisition of 
new high-cost assets. 

“The manner in which gains on the 
sales of residences are taxed will illus- 
trate the method. For instance, two in- 
dividuals who bought their houses in 
1935 for $15,000 apiece sold them in 
1954 for $30,000 each and thereby made 
a capital gain of $15,000 on each house. 
One of the two men bought a new house 
within a year for $35,000 and paid no 
tax on the gain, while the other rented 
an apartment and therefore paid a tax 
on the entire $15,000 gain. It is not easy 
to find an ethical justification for taxing 
one and not the other since there was 
no real gain in terms of purchasing pow- 
the The 
granting of relief to the one apparently 
is justified simply by the fact that he 
spent the proceeds. For tax purposes, in 


er on sale of either house. 


other words, the sale of the old house 
and the purchase of the new one are 
treated as a single deal. 

“Capital gains in recent years have 
generally been partially, if not wholly, 
fictitious and their fictitious character is 
the 
granting of relief in the special case of 


undoubtedly a major reason for 
sales of residences, but the relief does 
not depend upon the reality or unreality 
of the gain. It depends entirely on what 
is done with the proceeds. 

“Here is a precedent which probably 
must be followed if the tax on the ficti- 
tious capital gains of business enter- 
prises is to be eliminated. As a matter of 
abstract justice, all taxpayers ought to be 
allowed to deduct their real exhaustion 
costs in full whether replacements are 
made or not. As a matter of practical 
politics, however, it seems pretty clear 
that the tax on fictitious gains is not 
likely to be eliminated unless a direct 
financial relationship, though not neces- 
sarily a specific physical relationship, 
can be established between retirements 
and depreciation on the one hand and 
replacements on the other.” . 


Obsolescence won’t justify 


faster machinery depreciation 


Tue IRS nas the reputation of being 
hard to convince that any specific equip- 
ment is becoming obsolete and ought to 
be depreciated over a shorter life. It 
lived up to its reputation in a recent 
controversy over the composite life to 
be assigned knitting machinery for the 
women’s hosiery industry. Hosiery mills 
had been arguing that machinery for 
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ht to 


the 
mills 
for 


a 


stock- 
ings is being made obsolete because of 


knitting women’s full-fashioned 
the growth in popularity of seamless 
hosiery. They were not able to convince 
We that the North 
Association of CPAs had dis- 
cussed this with the Greensboro District 


the Service. learn 


Carolina 


Director, but he has now informed them 
that the Service is standing by the old 
life of fifteen years: 

useful life of fifteen 
years has been in use and accepted by 


The estimated 


the Service since about the late 1930's. 
No deviation mill 


operators from this life until in recent 


had been made by 
years some felt a shorter life was more 
applicable, mainly because of the ad- 
verse economic effect seamless hose has 
had on the full fashioned hose. This de- 
sire to reduce the accepted useful life 
was given much thought by the mill men 
the 


and National 


Office of what was considered by the mill 


upon release by the 
men to be a new policy on depreciation, 
a number of mills shortened their esti- 


mated lives on these machines to ten 
years. 

“Upon field audit of these returns 
that claimed depreciation on a ten-year 
life, the examining officer took excep- 
tion and informal conferences were held 
on this subject. The main contention 
was based on the economic obsolescence 
that was brought on by the decrease in 
demand for full fashioned hosiery. The 
controversies on this 


matter grew to 


such an extent that it appeared a de- 
tailed study of the full fashioned hosiery 
industry and its future outlook must be 
The National 


were requested by this [Greensboro] of- 


made. Office engineers 
fice to make the required survey. 
“Under date of February 27, 1957 the 
National Office that 
quested study had been completed and 


advised the re- 


that the results indicated the fifteen- 
year estimated useful life to be reason- 
able for both full fashioned and tricot 


machinery. It was recommended that no 
made from this estimated 
life.” vv 


deviation be 


Quick depreciation is costly 
way to stimulate investment 


PRESENT RAPID-DEPRECIATION ALLOWANCES 
are an expensive way to increase invest- 
ment, said E. Cary Brown at the Joint 
Tax 
Policy in Washington. Mr. Brown, who 


Economic Hearings on Federal 
teaches at MIT, analyzed the economic 


aspects of such depreciation this way: 


The economic aspects of depreciation 
policy have received increasing public 
attention during World War II and 
in the immediate postwar years. Many 
countries adopted various kinds of ac- 
celerated programs to achieve one or 
England, for 
example, was motivated primarily by 


more economic results. 
the desire to stimulate the replacement 
of obsolete plants and to gain a stronger 
position in postwar world markets. 
Sweden had used rather extreme forms 
of optional depreciation for counter- 
cyclical reasons even before World War 
II. Canada’s depreciation program was 
geared to deflationary prospects in the 
immediate postwar period, and was in- 
tended as a shot in the arm to pick up 
deficient demand. None of these in- 
itial programs has stood without modi- 
fication. When deficient demand turned 
into excess demand and inflation threat- 
ened, all of these programs were sus- 
pended or modified. Canada not only 
stopped but actually reversed its policy 
by postponing normal depreciation on 
assets purchased in inflationary period. 

In 1954 the United States embarked 
on such a program for the first time in 


a peacetime period. 


1954 depreciation legislation 
1954 
permitted unrestricted use of the sum- 


The Internal Revenue Code of 
of-year-digits depreciation for the first 
time, the declining-balance method at 
double the straight-line rate, and any 
other methods that give no more than 
the first 
thirds of the useful life of an asset In 


this latter method over two- 


addition, existing methods of deprecia- 


tion, such as the straight-line, were 


continued. These new methods were 
limited to new depreciable assets with a 
life of 3 or more years, the costs of which 
were attributable to 1954 or later years. 
This falls 


celerated-depreciation category. It was 


legislation into the ac- 
clearly designed to speed the rate of 
economic growth rather than to improve 
the equity of the income tax. The ad- 
ministration’s case rested on hoped-for 
economic effects of the change in de- 
preciation policy, not on whether or not 
the definition of taxable income would 
and no_ evidence 


be improved, was 


brought forth indicating existing de- 
preciation methods were inadequate or 
inaccurate in measuring income. More- 
over, the new methods were made ap- 
plicable only to new assets acquired after 
a certain period, rather than to all assets 
of a particular kind. Obviously, if the 
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primary desire were equity, limitations 
on the kind of assets that could get 
special treatment would be inappro- 
priate. 

How well can these provisions be ex- 
pected to achieve their goal of economic 
growth through investment stimulation? 
Any specific decision by business manage- 
ment about the purchase of new depre- 
ciable assets will be likely to take into 
account the fact that taxes can be post- 
poned under the new depreciation 
methods. Depreciable assets thus become 
more profitable to invest in than they 
previously were. This postponement of 
taxes permits a more rapid recovery of 
the cost of the asset, thus saving interest 
and reducing risk. These are factors in- 
creasing the incentive to invest. In addi- 
tion, the ability to invest is increased 
through the reduction in taxes presently 
payable, and the consequent increase in 
working capital. 

Despite these advantages, the stimulus 
to investment in depreciable assets is 
modest at best, and is surprisingly little 
affected by the expected life of the asset 
or by the rate of discount applied to it. 
Given a particular rate of discount, the 
present value of the tax savings from 
the new method rises as the expected life 
of the asset rises until it reaches a maxi- 
mum and then begins to taper off. Given 
the expected life of the asset, the present 
value of the tax savings rises as the 
discount rate rises, but again it reaches a 
maximum and then tapers off. Over a 
farily wide range of asset lives and of 
rates of discount, the tax savings from 
the new method computed at a 50% rate 
appear to be about 5% of the initial cost 
of an asset. In other words, it is as if 
investment yields after tax were in- 
creased roughly by about 5% (not 5 
percentage points). For example, it 
would mean that 10% yields would now 
be 1014%, 20% yields 21%, 


and so on. 
This is nearly an across-the-board in- 
crease in yields. It does not appear to 
be directed toward particular types of 
firms, degrees of risk, or the like. It then 
becomes strikingly similar in its incen- 
tive effects to a cut in the income-tax 
rate 


Ability to invest 

The postponed taxes can become vir- 
tually a permanent reduction. While 
taxes are only temporarily postponed on 
one particular depreciable asset since 
early excess depreciation is offset by 
later deficient depreciation, the con- 
tinued purchase of depreciable assets 
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continues this temporary postponement. 
As long as the firm continues to pur- 
chase depreciable assets at the old rate, 
the tax postponement never has to be 


made good, The temporary postpone- 
ment through excess depreciation on 
these new purchases matches deficient 


depreciation on old Only 


when the firm’s purchases of depreciable 


purchases. 


assets shrink, or when it liquidates, are 


the postponed taxes ever recovered. 


When the firm increases its rate of pur- 
chase of depreciable assets the perman- 
ent tax postponement actually grows. 
Estimates of the amount of revenue 
losses from the new methods have been 
made by the staff of the Joint Com- 
mittee on Taxation, 


Internal Revenue 


on the assumption that purchases of de- 





Income from subsidiary wasn’t construc- 
tively received: no setting apart. 
payer, reporting on the cash basis, re- 


Tax- 


ceived for each of two years a manaye- 
ment fee from its wholly-owned subsidi- 
ary, and interest on the indebtedness of 
the subsidiary. These payments were re- 
ceived some three months after the end 
of the parent’s fiscal year. Taxpayer re- 
ported them as income when received; 
the Commissioner asserted they were 
constructively received as of the close 
of the parent’s year. The court holds 
there was no crediting or setting apart 
of the income, nor was it available so 
that it 
Actually 


could be drawn at any time. 


the subsidiary did not have 
the cash available and the interest was 
not in fact “due” until the due day of 
notes which was one day after the end 
of the parent’s fiscal year. The parent 
was not under any duty to lend the 
subsidiary money with which to pay the 
debt to the parent. Time Finance Co., 


DC Ky., 4/12/57. 


Interest paid to retain asset is cost. 
While the 
bankrupt coal company, taxpayer pur- 


counsel for receivers of a 
chased from the bankrupt voting trust 
certificates that had been pledged to it 
by its insolvent deceased president as se- 
curity for his indebtedness to it. Tax- 
payer later acquired additional certifi- 


cates from the deceased’s estate. After 
protracted litigation against taxpayer 


by a committee of stockholders, the sales 
to taxpayer were held voidable. To re- 
tain the certificates, taxpayer paid to 


New accounting decisions this month 
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preciable assets continue at prescnt rates. 
These show that the amount ol tax re- 
duction will start out’ modestly in the 
first fiscal than one-half 
billion dollars, rise rapidly to over Si 
billion in 1960, and gradually deciins to 
zero by 1970. 

The 1954 depreciation revisions then 
represent a costly method of getting a 
modest investment stimulus. There are 


year at less 


other, cheaper alternatives. For example, 
a cut in the corporate income-tax rate 
of 214 percentage points would appear 
to achieve the same investment stimulus 
by increasing yields after tax by about 
5%. Moreover, the distribution of this 
incentive would be approximately the 
same as that achieved by the new de- 
preciation methods. 


the corporation’s receivers the total in- 
debtedness of the deceased president, 
The holds the 
amount paid as interest on the assumed 


plus interest. court 
indebtedness was an additional cost of 
the voting trust certificates and not de- 


ductible. Koontz, 28 TC No. 64. 


CAPITAL GAINS 


Capital gain on sale of patent though 
sales price dependent on use. Prior to 
June 1, 1950, the Commissioner’s policy 
had transfer of 
patent rights as a sale though the con- 
tract called for installment payments 
based on sales. On that date the Com- 
missioner withdrew his acquiescence in 


been to recognize a 


Meyers, 6 TC 258 and announced he 
would tax as ordinary income proceeds 
of sale of a patent based on the pur- 
chaser’s use. But the Commissioner did 
not apply that policy to years prior to 
1950. Sec. 1179, added to the 1939 Code 
by amendment in 1956, gave capital gain 
treatment to such installment payments 
subsequent to May 31, 1950. The Com- 
missioner now argues that taxpayer's re- 
ceipts in 1947, 48 and 49 are ordinary 
income, the 1956 change implying that 
that was the old law. The circuit court 
rejects this argument—the change in 
1956 was to overrule the Commissioner's 
position. Taxpayer’s pre-1950 income 
was capital gain under the cases and the 
Commissioner’s then position. Rollman, 
CA-4, 5/8/57. 
“Substantial” 


patent rights transferred 





despite retained veto on _ sublicensee. 
Taxpayers, owners of a patent, assigned 
an exclusive license for the manufacture 
and sale of shoes under the patent. The 
agreement made no mentiecn of “use” 
and taxpayers retained a veto power 
over sublicensing. Reversing the Tax 
Court, the circuit court holds that tax- 
all the substantial 
rights: there could be no sublicense with- 


out the licensee’s consent and the right 


payers transferred 


to use was unsubstantial. The case was 
remanded for consideration of the ques- 
tion of whether the sale of the patent 
was in the ordinary course of taxpayers’ 
business. Rollman, CA-4, 5/8/57. 


Capital gain patent agreement 
though right to sell device retained. 
Taxpayer invented a device to remove 


on 


pipe and other obstructions from oil 
wells. He authorized another to manu- 
facture the device and lease but not sell 
it to others. The taxpayer originally re- 
the 
ordinary income and now seeks a refund 


ported payments he received as 
on the theory that it should be long- 
term capital gain. The district court de- 
cided that because taxpayer retained 
the rights to sell, transfer was not made 
of “all substantial rights to a patent”; 
the agreement was merely a 
This court reverses, on the ground that 
the right to sell was not substantial. 


The parties had agreed that outright 


license. 


sale of the device would be poor busi- 
ness. An unskilled user might obtain 
poor results and blacken its reputation. 
Lawrence CA-5, 3/21/57. 


Patent agreement was sale. Stating mere- 
ly that taxpayer licensed his patent but 
and that the facts show 
“the taxpayer could cancel at any time,” 


did not sell it, 


the district court held taxpayer's royal- 
ties were ordinary income. This court 
The taxpayer all 
substantial rights. Storm, CA-5, 5/1/57. 


reverses. transferred 


Lawyer selling subdivided land acreage 
is in real estate business. A lawyer 
who had acquired acreage for develop- 
ment was, the Tax Court found, holding 
the the 


ordinary course of his trade or business 


lots for sale to customers in 
and was precluded from capital-gains 
treatment most of the 
activity was handled by a real estate 


even though 
agent. In the two years in issue, 159 
with 
curring three times every month on the 
average. This affirms. 
CA-5, 3/21/57. 


lots were sold transactions oc- 


court Gamble 
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Capital gain on unimproved land ac- 
quired by foreclosure. Over a 19-year 
period taxpayer disposed of a total of 
625 acres. The court holds that eight 
sales in 1948 and 1949, all unsolicited, 
totalling about 50 acres, did not result 
in ordinary income. Taxpayer was never 
in the business of selling land, she was 
only liquidating an investment acquired 
on default of a mortgage. Penman, DC 
Fla., 4/9/57. 


Builder of houses both dealer and in- 
vestor [Acquiescence]. Taxpayer built 
homes for sale and for rent. The court 
held that installment gains from 1945 
and 1946 sales of houses sold upon com- 
pletion were ordinary income but houses 
sold in 1947 and 1948 after having been 
rented prior to sale, were incident to a 
liquidation of property held for rental- 
investment purposes. Gain on these was 
capital. Bradley, 26 TC 970 acq., IRB 


1957-21. 


Ordinary income on sale of lots by lum- 
ber company stockholders to promote 
company business. Taxpayers were the 
principal stockholders and officers of a 
lumber company which supplied all ma- 
terials for home construction, and of a 
building company which was used as 
an outlet for the products of the lumber 
company. They owned lots as tenants in 
common which they sold during the 
taxable period to the building company 
and to third parties on the condition 
that the purchasers buy all their build- 
ing materials from the lumber company. 
The court holds the lots were not capi- 
tal assets but were held by taxpayers 
primarily for sale to customers in the 
ordinary business to 


course of their 


promote the lumber 


company. Gains 
resulting from their sale were therefore 
taxable as ordinary income. Lakin, 28 


IC No. 51. 


Sale of subdivided lots produces ordin- 
1948 again in 
1952 taxpayers incurred considerable ex- 


ary income. In and 
pense in subdividing two tracts of land 
which they had purchased twelve years 
then 
caused their closely held family corpo- 


earlier as an investment. They 


ration to construct houses on the sub- 


divided lots which were indi- 


vidual purchasers. Upon settlement of a 


sold to 


contract, the corporation received a por- 
tion of the purchase price allocable to 
the house, and taxpayers received the 
portion allocable to the tract of land 
which 


upon it stood. The court finds 


that taxpayers were engaged in the busi- 
ness of subdividing, improving, and sell- 
ing real estate, and that they held the 
lots for sale in the ordinary course of 
that business. Gains realized by them 
from sale of the lots were therefore tax- 
able as ordinary income. Kaltreider, 28 
TC No. 18. 

Payments for right to remove sand and 
gravel for 5 years is capital gain. Tax- 
payer “‘sold” the rights to remove all the 
sand and gravel on its land for a 
period of 5 years at 15¢ per cubic yard. 
The Tax Court held the arrangement 
was a lease, not a sale; the amount re- 
ceived by the taxpayer is ordinary in- 
come subject to percentage depletion. 
Three judges dissented maintaining that 
the contract was in all respects a con- 
tract of sale rather than a lease, the 5 
years having been considered as ample 
time to permit the removal of all the 
materials.’ ‘Fhis: court’ reverses, agree- 
ing with Tax Court dissenters. Crowell 
Land and Mineral Corp., CA-5, 4/12/57. 


Transfer of mineral leases was a sale; 
initial payments were large. Taxpayer 
transferred two mineral leases held for 
more than six months in return for 
$100,000 on date of assignment and $50,- 
000 in each of the two succeeding years, 
plus the sum of 10¢ per ton of ore to 
be shipped from the premises. The 
transferee was under no obligation to 
ship any ore whatsoever. The court 
concludes that the transfer of the leases 
were absolute sales, and that both, the 
large down payments and the 10¢ per 
ton were properly treated by taxpayer 
as capital gains. Remer, 28 TC No. 14. 


Capital gain on transfer of contract 
rights back to grantor; it was a sale, 
not mere extinguishment. [Non-acquies- 
cence}. In 1944, taxpayer acquired the 
right, irrevocable for ten years, to pur- 
chase all of the coal from mines in a 
certain area. In 1949, taxpayer received 
$500,000 from the mine owner to whom 
it assigned “all our . interest in the 
The 
tended the receipt was ordinary income 


agreement.” Commissioner con- 
because the contract was not a capital 
asset and was not ‘sold or exchanged.” 
The that the 
tractual right was a capital asset; the 
1949 did merely 
tinguish it. Where the property con- 
tinues to exist as property of the trans- 


Tax Court holds con- 


agreement not ex- 


feree-payor, there is a sale. The trans- 
feree-payor here (the mine owner) ac- 


Tax aspects 0, accounting + 115 


quired the right to sell its coal to whom- 
ever it chose, a righi it did not possess 
from 1944 to 1949. Pittston Co., 26 TC 
967, non-acq., IRB 1957-21. 


Uphold jury decision that cotton dealer 
held bales as investment. The jury 
found that taxpayer, a dealer in cotton, 
bought certain bales as an investment. 
This court affirms. Clearly anyone not a 
cotton dealer can invest in cotton; it 
can’t be said that as a matter of law a 
dealer is so barred. Admittedly the bur- 
den of proof is heavy, but the dealer 
met it to the satisfaction of this jury; 
the verdict is affirmed. Bondurant, CA-6, 
5/24/57. 


Collection of purchased insurance pre- 
miums as earned is not “a sale or ex- 
change.” Taxpayer, a finance company, 
purchased from an agency its right to 
receive the company 
part of the premiums on policies it sold 
as the premiums were earned over the 
life of the policies. Taxpayer collected 


from insurance 


from the company more than it paid 
to the agency. The court holds that the 
excess is ordinary income, not capital 
gain. Even if the finance company had 
un- 
did 
not constitute a “sale or exchange.” Mu- 
tual Finance Co., TCM 1957-82. 


acquired a capital asset in the 
earned premiums, their collection 


Joint venture has ordinary income on 
surplus war assets. Taxpayer was a 
member of a syndicate formed to pur- 
chase wire from the War Assets Corpo- 
ration. During each of the taxable years, 
the joint venture made several hundred 
separate sales of wire. The Tax Court 
held that the wire did not constitute a 
capital asset; since it was held for sale 
to customers, the gain realized upon the 
This 


Tax Court 


income 
the 
was Clearly in error. Simonsen Industries, 
Inc., CA-7, 4/22/57. 


sales is ordinary court 


affirms; it cannot say 


DEPRECIATION, ETC. 


Processed hydraulic lime is first “com- 
product. The 
allowance for depletion in the case of 


mercially marketable” 
stone is 5% of the gross income from 
mining which term includes not merely 
the extraction of the ores or minerals 
from the ground, but also the ordinary 
treatment processes normally applied by 
mine owners in order to obtain the first 
“commercially marketable” product in 


determining whether taxpayer's first 
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“commercially marketable’ product. In 


limestone or processed hydraulic lime, 


the court reasoned that even though 
limestone could have been used for 
agricultural purposes, taxpayer could 


sell 
cause of its inferior chemical composi- 
that 


not the limestone in that state be- 


tion, and hydraulic lime which it 
produced and sold for construction work 
was therefore its first ‘commercially 
marketable” product. The gross income 
from these sales was the proper basis 
for computing its allowable percentage 
depletion. Riverton Lime & Stone Co., 


Inc., 28 TC No. 49. 


No increased depreciation on oil well 
equipment because of oil consumption. 
Taxpayer, an oil company, consistently 
used an average straight line rate of 
5%, for its oil-producing equipment. In 
1950 it sought to increase the rate to 
8%, contending that its existing oil wells 
were being rapidly depleted. The evi- 
dence established that whenever a well 
was taken out of operation, the com- 
pany’s practice was to salvage at least 
part of the equipment for use on_ its 
other oil property. The court concludes 
because of this practice, there was no 
relationship between the remaining use- 
ful life of oil equipment and the deple- 
tion of wells, and denied the higher 
depreciation rate. Scio Oil and Gas Co., 


28 TC No. 46. 


bond issued with 
stocks for property; didn’t prove dis- 
applied 
issued bonds and stock for properties 
The 


had been appraised at less than the sum 


No amortization on 


count to bonds. Taxpayer 


in a taxable exchange. property 


of the face amount of the bonds and 
the par of the stock and the bonds them- 
selves were sold at the time at 85. Con- 
ceding that the taxpayer would be en- 
titled to amortize any discount on the 
bonds issued for property, the district 
court held that taxpayer failed to prove 
that the unquestioned discount was ap- 
plicable to bonds rather than the stock. 


This court affirms. The issue is one of 


fact for the trial court to determine. 
Arkansas Missouri Power Co., CA-8, 
5/3/57. 

Amortization of emergency facilities 


can be limited to part of cost. The 
Court of Claims held that a limitation 
in taxpayer’s Necessity Certificate that 
only 35% of the cost was required for 
defense because 


was invalid not per- 


mitted by the statute. Hence the Com- 


August 1957 


missioner of Internal Revenue erred in 
limiting rapid amortization to 35% of 
the cost. The Supreme Court reverses in 
accord with its position in Allen-Bradley 
(352 U.S. 306) wherein it said that while 
the language of the statute was ambigu- 
ous, Congress was aware of the position 
of the War Production Board and made 
no changes. Ohio Power Co., Sp. Ct., 
4/1] 


57. 


ACCOUNTING METHODS 


Cash basis taxpayer can deduct prepaid 
insurance upon payment. Taxpayer, a 
real estate owner and operator, was a 
corporation on the cash basis. It de- 
ducted insurance premiums paid in 
1950, 1951 and 1952 for insurance cover- 
age extending beyond those years, in 
accordance with its consistent practice. 
The Tax Court held it had to be pro- 
rated over the years of the insurance 
It finds 
no authority for denying a cash basis 


coverage. This court reverses. 


taxpayer this deduction upon payment. 


Insurance premiums are not capital 


assets subject to depreciation rules. The 
fact that 


surrender value 


should not require proration; the rule 


there is a 
would be logically extendible to sup- 
plies and miscellaneous inventories, 
creating great difficulties. Moreover tax- 
payer’s method did not seriously distort 
its income. The court notes that it ex- 
presses no opinion on the case of a cash 
basis taxpayer who has consistently pro- 
rated. Waldheim Realty and Investment 
Co., CA-8, 6/4/57. 


Refunds from utility-rate change accrue 
when change is accepted. Taxpayer, a 
public utility, during the period Novem- 
ber 15, 1949 through November 14, 1950, 
collected from its customers under bond 
over $2,000,000, which represented the 
difference between rates in effect prior 
15, 1949 and rates fixed 
by a 1949 city ordinance. These amounts 


to November 
it included in gross income. The utility 
appealed the 1949 ordinance before the 
State Public 
to settle the dispute, the city adopted 
in 1950 a new schedule of rates for the 


Utilities Commission and, 


period in controversy. The new sched- 
ule, dividing the $2,000,000 about equal- 
ly between the customers and the tax- 
payer, was accepted by the utility and 
approved by the voters in 1950. The 
Public Utilities Commission entered, in 
1950, its order to make refunds in that 
year, but the refunds were actually made 
in 1951. The Tax Court held that the 


amount refunded to the customers was 
deductible in 1950 when all the events 
occurred to fix the company’s liability. 
This court affirms. Columbus and South- 
ern Ohio Electric Co., CA-6, 4/25/57. 


Can’t switch to completed contract after 
reporting on accrual basis. Taxpayers 
were members of a joint venture con- 
structing a Japanese relocation center 
under government contract. The _ part- 
nership return for 19:2 reported income 
an accrual basis. Amended returns 
1942 1943 were filed 1947 
reporting all the income from the con- 


on 
for and in 
tract in 1943, the year in which it was 
completed. Taxpayers argued that the 
1942 accrual-basis return was wrong be- 
cause the joint venture accounted for 
its income on the completed-contract 
method, and they then had the mistaken 
1942. The District Court held that the 
accrual intentionally 


method was 


adopted and was binding; taxpayers 
could not have had any doubts that the 
contract was not completed in 1942. This 


court affirms. Daley, CA-9, 4/18/57. 


Television service prepayment income 
on receipt; no reserve for expected costs. 
Taxpayer, on the accrual basis, entered 
into a substantial number of 12-month 
television repair service contracts. No 
restrictions were placed on the funds 
which were received in advance. Tax- 
payer sought to report the income pro- 
rata over the contract period which ex- 
tended The 


each 


into a later 
all the year 


were reportable as income in the year 


year. court 


holds sums received 
of receipt, citing the Supreme Court de- 
cision in Automobile Club of Michigan. 
Taxpayer had also argued alternatively 
that if it all 
service contract receipts when received 
it 


must include in income 


was entitled to deduct the estimated 
costs that might be incurred in servicing 
the But the 
sought were neither paid nor incurred 


contracts. as deductions 
during the taxable year the court rules 
them not deductible. Taxpayer went 
out of the servicing business and agreed 
to pay another firm some $200,000 to 
complete its unexpired contracts after 
May 
accrue the full amount as a deduction as 
of May 31, 1951, the end of its fiscal 
year. Bressner Radio, Inc., 28 TC No. 40. 


1951. Taxpayer is permitted to 


Property tax accrual unaffected by sub- 
sequent change in lien date. The 1950 
New York real became a 


estate tax 


lien on taxpayer's property in Decem- 
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ber 1949. Acting in accordance with an 
fol- 


lowed, taxpayer accrued the 1950 taxes 


accounting practice consistently 
on its books in December 1949 and took 
a deduction therefor on its 1949 return. 
Thereafter a New York statute effective 
May 


of January l, 


1950 made the 1950 tax a lien as 
1950. 


deduction 


Taxpayer took a 
1950. 
The court holds the amendment had no 
the 1949 
taken. It denied 
Scio Oil & Gas 


second for the tax in 


which 
the 
Ca. 


effect on accrual was 


second 
28 TC 


properly 
deduction. 
No. 46. 


Chicken hatchery is a farm; cash basis 
The 


taxpayers 


proper. Commissioner contended 


that since did not own or 
lease farmlands they could not be con- 
sidered farmers entitled to use the cash 
method despite substantial inventories. 
The Commissioner argued that chicken 
hatcheries were not farms. The district 
court charged the jury that if the activi- 
ties amounted to poultry raising it was 
farming. The jury decided for the tax- 
payers. The Court of Appeals affirms. 


Chemell, CA-5, 5/17/57. 


Valuation of inventory at cost less arbi- 
trary adjustments ruled improper. A 
garage owner engaged in the general re- 
pair of vehicles reported on the accrual 
basis. In valuing his parts inventory, he 
used cost at that date, which was then 
adjusted downward by an estimate for 
general obsolescence and by an addi- 
tional amount computed by a mathe- 
matical formula to reflect the fact that 
most of the stock consisted of older parts 
purchased at a lower cost. The Com- 
missioner’s contention that the adjust- 
ments were arbitrary is upheld. Tax- 
payer did not meet the burden of prov- 
ing the Commissionex’s figures wrong. 


Kaar, TCM 1957-81. 


Cargo loss deductible in year sustained 
even though erroneously deducted in 
barred years. A common carrier on the 
accrual basis incurred net losses of $127,- 
000 in 1948 from cargo and loss dam- 
age. It conceded that part of the loss 


was erroneously deducted in _ earlier 
years which were barred by the statute 
of limitations. Taxpayer is nevertheless 
allowed a deduction for the full loss in 
1948. The court did point out that the 
Commissioner had an adequate remedy 
1311 


earlier years, after the decision becomes 


under Section to open up the 
final, because of the inconsistent posi- 


tion taken by taxpayer. Kenosha Auto 


Transport Corp. 28 TC No. 45. 


Replacement of involuntary Lifo liqui- 
dation is earliest purchase in replace- 
ment years [Certiorari denied]. Tax- 
payer operated a meat slaughterhouse. 
It used the Liro basis for inventories, 
and had an involuntary liquidation in 
194% and 1945. These liquidations were 
replaced in 1946, 1947, and 1948, and 
the taxpayer claimed the statutory de- 
duction in the earlier years for the ex- 
cess of the cost of the replacements over 
the inventories liquidated. It contended 
that the replacement costs were meas- 
ured by the meat prices in December of 
the later years because it could not be 
that 
until 
held 
for the pricing of the replacements in 


known there would be a replace- 
those 


that 


ment months. The Eighth 


Circuit the statute provided 
their order of acquisition on an annual 
basis. The earliest costs in the replace- 
ment years were, therefore, applicable. 


Krey Packing Co., cert. den., 5/27/57. 


Business-interruption insurance taxable 
in year of interruption, not payment. 
Taxpayer, selling house furnishings, was 
on the accrual basis with a September 
30th fiscal year, and reported its profits 
the 
On May 23, 1945, there was a fire in 


from sales on installment method. 
the taxpayer’s store which resulted in 
the closing down of business operations 
until October 8, 


settlement 


1945. Subsequently, a 
was received on a_ business- 
interruption-insurance policy. The dis- 
trict court held that the proceeds should 
be split between the taxable years in 
proportion to the number of days of 
This 


agrees. Although sales proceeds would 


shutdown in each year. court 


have been reportable when _ received 
under the installment method, the re- 
covery from the insurance company was 
in lieu of profits rather than sales, and 
the installment method is not applicable. 
Cappel House Furnishings Co., CA-6, 
5/20/57. 

Commissioner can’t order corrections 
when taxpayer changes method with- 
out permission. Taxpayer had been re- 
porting sales on a cash basis under a 
1949 he changed 
voluntarily to a strict accrual method 
the of the 
sioner. The Tax Court upheld the Com- 
that 


in his 


hybrid method. In 


without consent Commis- 


missioner’s contention taxpayer 
should have included 1949 
come the amount of $13,800 which was 


the opening accounts receivable. Tax- 


in- 
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payer argued that his prior method was 
wrong; he did not change his method, 
he merely began to file proper returns, 


and since each year is examined and 
assessed separately, errors in closed 
years cannot be corrected. The Tax 


Court said that taxpayer's prior method 
was not necessarily incorrect. Consistent- 
ly applied, it would produce a result 
that 
duced by a strict accrual method. There- 


not greatly different from pro- 
fore taxpayer should have requested 
consent, and cannot be allowed to fare 
better than if he had requested per- 
mission and the Commissioner, as he 
certainly would, had required this cor- 
the 


Commissioner can impose conditions as 


rection. This court reverses. True 
to treatment of other years on his con- 
But 


refuse to make the changes so condi- 


sent. taxpayer has the right to 


tioned (and can continue his old 


method). The court notes that argument 
the of 
the 
im- 


was not made below on rule 


the regulations required use of 


accrual method if inventories are 
portant. Nor will the opening receiv- 
ables necessarily escape tax. The tax- 
payer changed his method for future 
sales only and apparently included the 
income 


7. 


collections of old ones in 
received. Goodrich. CA-8, 4/2! 


as 





DEDUCTIBILITY 


Seller wouldn’t allocate price to his 
covenant not to compete; buyer can’t. 
Taxpayer bought a radio station for 
$290,000. There was no specific alloca- 
tion of any part of the purchase price 
to the seller's covenant not to compete 
for ten years. The agreement did allo- 
cate some $166,000 to specific tangibles 
and $124,000 
Taxpayer set $86,000 as his cost for this 


about to “other assets.” 


covenant and deducted one-tenth each 
The 


consistently refused to allocate any of 


year. court noted that the seller 
the purchase price to this covenant and 
that 
tire 
business again. The Commissioner’s de- 


she was a widow anxious to re- 


and highly unlikely to go into 
ficiency based on a disallowance of any 
the 
fore sustained. Radio 


DC Ore., 3/21/57. 


covenant was there- 
Medford, Inc., 


allocation to 


Guam: net operating loss carryover must 
be from a “taxable year.” The Guam 
income tax became effective January 1, 
1951. It is the U. S. income tax adopted 
as the Guam tax. Taxpayer claimed a 
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net operating loss deduction for 1951 
of its 1950 loss. The Commissioner dis- 
allowed it as not arising in a “taxable 
year.” 1950 was not subject to tax and 
carried over. 
Wholesalers, 


losses from it cannot be 


The court agrees. Pacific 
Inc., DC Guam, 2/6/57. 


Catalog cost not capital. 


printed catalogs for the use of its cus- 


Taxpayer 


tomers. The catalogs, though they rapid- 
ly became obsolete, were not replaced 
annually, Instead taxpayer relied on its 
salesmen to inform customers of price 
changes. The court holds that the cost 
of the catalogs was an ordinary and 
necessary advertising expense deductible 
in the year incurred. To be ordinary an 
expense need not be incurred annually. 
Harper & McIntire Company, DC Iowa, 


4/16/57. 


May deduct cost of protecting stock in- 
vestment in bankrupt railroad. Tax- 
payer, a closed-end investment corpora- 
tion, acquired more than half of the old 
stock of Missouri Pacific Rail- 
$40,000,000. A 


few years later the railroad underwent 


common 


road at a cost of over 
a reorganization under the federal bank- 
ruptcy act. Various plans of reorganiza- 
tion were proposed which would have 
wiped out taxpayer’s common stock in- 
terest. Tinally a plan was approved and 
adopted which gave recognition to the 
value of the common stock. Legal fees 
and other costs incurred by taxpayer in 
opposing the original reorganization 
plans and in proposing the plan which 
was finally adopted are held to have 
been made only to protect taxpayer’s in- 
vestment and are therefore deductible 
as ordinary and necessary business ex- 
penses. Alleghany Corp., 28 TC No. 30. 


Restoration of old building is a capital 


cost. the historic and archi- 
old 


building taxpayer owned in the French 


Because. of 


tectural value of an deteriorated 
Quarter of New Orleans, he was com- 
pelled by local law to restore rather than 
demolish it. Of the $49,000 expended, 
he sought to deduct $31,500 as repair 
expense. The deduction was denied by 


the Tax Court. Expenditures to re- 
store (rather than merely keep in op- 
erating condition) a property which has 
its due 
extreme deterioration are capital ex- 


lost commercial usefulness to 


penditures recoverable over the new 
useful life of the building. This court 
affirms Tax Court decision. Jo:¢s, CA-5, 
2/21/57. 


August 1957 


Can’t use parimutuel figures to deter- 
mine bookmaker’s losses | Acquiescence}. 
The Commissioner accepted the gross 
receipts reported by taxpayer, a book- 
maker, but allowed as payments to 
winning bettors 86% of the amounts 
paid by losers—the result of parimutuel 
betting in Illinois. The Tax Court held 
that that was not a reasonable standard 
and on the basis of evidence about tax- 
payer’s business fixed the amount de- 
ductible. McGrath, 27 TC 117, 
IRB 1957-21. 


acq., 


Can deduct interest on notes to insur- 
ance company for purchase of single 
premium policy (old law). In December 
1952 taxpayer purchased seven single- 
payment annuity contracts. Each premi- 
um was $100,000. Taxpayer paid $100 
cash on each contract and executed notes 
for the balance. He claimed a deduction 
for the interest paid in 1952. By letter 
ruling 1952, the Commis- 
sioner had stated that such interest pay- 


in August 
ments would be deductible. However 
Rev. Rul. 54-94 of March 1954, holds 
such interest not deductible. Under the 
new Code the court allows the interest 
deduction. [1954 Code Sec. 204 does not 
allow an interest incurred to purchase 
single-premium life insurance or 

nuity.—Ed.] Bond, DC Tex., 5/15/57. 


an- 


BAD DEBTS 


Guarantor of customers’ notes not en- 
titled to bad debt deduction on fore- 
closure. Taxpayer, an auto and _ truck 


dealer, purchased trucks and_ trailers 


under a_ floor-plan-financing arrange- 
ment which provided that when tax- 
payer sold the vehicles, the finance com- 
pany which held his notes for his pur- 
the 
taxpayer guar- 
notes. In 1949 
defaulted, tax- 


payer repossessed the vehicles. The court 


chase price would take customers’ 
paper in payment with 
anteeing the customers’ 
when some customers 
holds he is not entitled to any bad debt 
deduction in that year having failed 
to show that he suffered any loss. He 
paid nothing to the finance company 
1949, and offered 
convincing proof that the market value 
of the property on date of repossession 


in as guarantor, no 


was less than the unpaid balance on the 
contracts. Kaar, TCM 1957-81. 


Jury finds taxpayer had business bad 
debt. The court instructed that a busi- 
ness bad debt is one proximately related 
to a trade or business in which the tax- 


payer is regularly engaged at the time 
the debt becomes worthless. The busi- 
ness of an individual and the business 
of a corporation for which he works or 
of which he is a part are two separate 
things, but varied continuous and regu- 
lar activities by a taxpayer in a business 
in which he is not only financially in- 
terested but to which he devotes a sub- 
stantial part of his time may make such 
venture a trade or business of the tax- 
payer. Taxpayer must also show that all 
reasonable efforts and possible remedies 
were exerted to recover the money or 
any part thereof. The jury found that 
taxpayer had a business bad debt. The 
facts of the case are not reported. Lam- 
bert, DC Tex., 5/2/57. 


OTHER NEW DECISIONS 


Alien observing at U. S. institutions 
has grant nontaxable in part. Section 
117 
scholarships and fellowship grants. If a 
non-degree student receives a grant from 
an exempt institution he may exclude 
up to $300 a month for not more than 
36 months. The Service rules that tuition 


excludes -from income. certain 


and living and board expenses paid by 
an exempt foundation for a non-resident 
alien to allow him to visit and observe 
in various universities and state agricul- 
tural departments is such a fellowship 
grant and is therefore excludible, sub- 
ject to the above limits. Rev. Rul. 57- 
131. 


Industrial Development Boards a politi- 
cal subdivisions of state. Alabama has 
authorized the incorporation in several 
municipalities of 


public corporations 


known as Industrial Development 
Boards to promote and develop local 
trade. Bonds issued by such Boards are 
considered issued in behalf of a political 
subdivision of the state and the interest 
thereon is exempt from tax. Rev. Rul. 


57-187. 


Salary treated as business income in net 
operating loss computation. 
received 


Taxpayer 


salary income and also in- 


curred a business loss and a nonbusiness 
loss. He deducted the salary from his 
nonbusiness loss thereby leaving the en- 
tire business loss as the available net 
operating loss. The court holds this to 
be improper; following Lagreide, 23 TC 


508, it treats the salary income as busi- 


ness income to be applied in reduction 
of the business loss. [See comment page 
79.—Ed.| Eastridge, TCM 1957-86. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY"SOSEPH P, STAPCHINSKAS 





What industry wants to know about 


the state’s tax system 


N™ AND BETTER studies of state tax- 
i Ning structures are needed to show 
businessmen what the tax climate really 
is, when considering a move to any state, 
and also to show state legislatures how 
to make their individual states more at- 
tractive to business. Business is people 
for 
the 


health it wants. But it does demand cer- 


money is needed 


and it knows 


schools, highways, hospitals and 
tainty and equity in the administration 
of state tax laws. Paul W. Smith,* L.L.D., 
an accountant, long experienced in these 
matters, commented in a recent issue of 
The 


and 


Tax Executive, on the problems 


attitudes of taxpayer business to 
state tax structures thus: 

The state tax studies I have examined 
and_ unrealistic. 


are narrow in scope 


They do not reflect a consideration of 
the problems peculiar to taxpayer busi- 
nesses. Evaluation of information prop- 
erly gathered from business participants 
will produce more effective studies. An 
approach which would consider the in- 
terests, problems, and attitudes of the 
state and business would produce more 
effective studies. 

\ well-planned, realistic and compre- 
hensive study that reflects the thinking 
of all the 
among other things: 


elements in economy will, 
|. Help convince business that the 
state is a good state to locate and stay in. 

2. Point out in what manner the tax- 
ing system of the state can be made as 
stable as possible. 

3. Show how the tax burden can be 
spread as equitably as possible and in- 
vite taxpayer acceptance. 

4. Make recommendations for easing 
or eliminating the unfair and discrim- 
inatory administrative burdens placed 
on business from compliance with the 
tax laws. 

A business which is exploring the pos- 
sibility of locating in a particular state, 


before moving in 


or one already there, will or should be 
interested in obtaining answer to the 
following questions: 

1. How much will it cost in tax dol- 
lars to operate in the state, both pres- 
ently and in the future? 

2. What kind of overall tax policy 
does the state have? 

3. What is the caliber of the person- 
nel charged with the administration of 
its tax system?—and 

4. What considerations are given to 
the individual tax problems of different 
kinds of businesses? 

To obtain answers to the questions I 
the 
specific inquiries will have to be made: 

How 
compare 


have just mentioned, following 


over-all tax structure 
This 


parison may be made by ascertaining: 


does the 
with other states? com- 

1. What total taxes are required by 
the state and local governments to meet 
public needs? 

2. How are these taxes spread over 
the total resources or available tax bases 
in the state? 

3. What portion of the state and local 
needs are drawn from other than tax 
sources? 

4. Does the state have a fiscal and tax 
history which is stable or unstable, and 
does it have a built-in flexibility? 

In comparing income tax rates, the 
tax rates compared should be the pre- 
vailing effective rates and not the rates 
imposed by law. For example, some 
states will allow deductions for Federal 
income taxes, while others will not. 
Thus, the effective rate is the only rate 
that should be used for comparison pur- 
poses. 


In 
tax policy, business will ask—does the 


connection with a state’s overall 
state have a fair and recognized appor- 
that 
capital allocable to the state is equitably 


Among the thirty-three states 


tionment formula so income or 


taxed? 
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currently levying a tax based on income, 
twenty-five use the three-factor formula. 
Of these twenty-five, twenty use prop- 
erty, payroll, and sales, while five use 


property, cost of manufacturing, and 
sales. 
In connection with the overall tax 


policy, does the state have flexible tax 
laws? Among other things, would such 
laws authorize the tax administrators to 
use discretionary powers for the correc- 
tion of inequities? Such discretion is vi- 
tally necessary, for example, in the ap- 
plication of apportionment formulae to 
specific businesses. Recently, as a result 
of a special study and consultation with 
industry, one of the states revised its 
tax law to enable its Tax Commission to 
make flexible decisions. Prior thereto the 
Tax Commission was hog-tied by a rigid 
law. 

In Alabama, for instance, as an exam- 
ple of extreme rigidity, a constitutional 
amendment is required to change the in- 
New 


York City, and in many other jurisdic- 


come and franchise tax laws. In 
tions, tax refunds are permitted only if 
taxes are paid under protest. In Texas, 
and in many other locations, the entire 
refund procedure is archaic. 

The Rhode Island income tax and the 
Pittsburgh Mercantile Tax, among oth- 
ers, do not provide for a statute of limi- 
tations on assessments. This means that, 
in addition to uncertainty, business tax- 
payers are required to keep records for 
an indeterminate time. It is difficult to 
see the purpose of this. In those states 
and localities having fixed-period stat- 
ues, the simple expedient of obtaining 
taxpayer waivers is ample protection for 
the taxing entity. 
know 
whether the people who administer the 


Business will also want to 
tax laws of the state have a practical and 


reasonable attitude toward taxpaying 
businesses. In this connection, does the 
state attempt to obtain, train and hold 
high caliber personnel with pay scales 
sufficient to maintain high morale? The 
complex industrial organizations of to- 
day and the complex tax laws require 
administration by high caliber person- 
nel. 

Does the tax structure of a state un- 
duly burden business with comparative- 
ly high administrative costs? Does it 
harass taxpayers with multitudes of nuis- 
ance requirements? 


Cost of tax accounting 


Present tax studies appear to give lit- 
tle, if any, realistic consideration to the 
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[*Mr. Smith is manager of the tax de- 
partment of Union Carbide Corp. of 
New York, and Honorary President of 
the Tax Executives Institute, Inc.| 
costs and burdens which certain rev- 
enue-raising measures impose on indus- 
try. I would like to mention some of 
these burdens. 

Basically, the accounting system of a 
business is patterned after recommended 
proper accounting procedure and, to an 
extent, after the Federal tax laws. Any 
deviation from the pattern means keep- 
ing two or more sets of books and rec- 
ords, additional accounting costs, and 


like. A 


purposes of computing its appor- 


the multi-state business today, 
for 
tionment formulae in the various states, 
may have to keep three or more sets of 
sales records. This is a herculean and ex- 
pensive task. Sales records must be kept 
for sales by point of negotiation, point 


In 


some states local license and gross re- 


of distribution, and by destination. 
ceipts taxes require that separate sales 
records be kept for local tax purposes 
apart from the state requirements. 

In the income and franchise tax area, 
many states do not permit deductions 
for amortization of emergency facilities, 
for rapid methods of depreciation, for 
percentage depletion, and the like. This 
means that the business taxpayer who 
does a multi-state business must keep 
sets of records each of these 


two on 


items. In addition, it is often necessary 
to hire extra tax and accounting per- 
sonnel to comply with these state and 
local idiosyncrasies. Studies should be 
made to ascertain the revenue losses to 
a state that would result from following 
federal practice in these areas. Perhaps 
such losses would be found to be so 
minor that they could be made up from 
either a slight increase in the tax rate 


or in some other way. 


High cost of compliance 


In Ohio, municipalities have been em- 
powered to levy income taxes. A series 
of these income taxes in Ohio has meant 
that a multi-state business doing busi- 
ness in these cities is required to under- 
go substantial expense in assembling, 
collecting, and preparing data for prep- 
aration of tax returns. In many cases the 
additional administrative expense may 
exceed the tax liability incurred. It is 
not the this comment 
deny these cities their needed revenue. 
It is suggested, however, that any tax 
study which lays the foundation for this 


purpose of to 
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type of local program should consider 
overall effect on business compliance. 

Many states have found that the in- 
stallation of an individual withholding 
tax has created greater compliance with 
its income tax laws and has also in- 
creased its revenues. Both are admirable 
results, but recognition should also be 
given to the fact that the burdens of 
withholding and record keeping have 
been placed on industry. 

Perhaps nowhere is the multi-state 
business taxpayer more harassed than in 
the “no-man’s land” of interstate com- 
merce. At least the business taxpayer 
may have it within its power to do some- 
thing about an unhealthy state tax struc- 
ture. It can curtail its operations in or 
pull out of the state. However, in the 
field 


live a life of unpredictability. 


of interestate commerce, he must 

Is there no solution to the problem of 
lack of uniformity under which the in- 
terstate business of a taxpayer may be 
subjected to a tax on more than 100% 
of its income? Why should taxpayers be 
required, as a matter of self-preserva- 
tion, to go through the mechanics of 
strategically aligning warehouses and 
sales offices and specifically to plan for 
title passage, acceptance of an offer, and 
so on, in order to avoid the unfair im- 
pact of state and local taxes? 

In the past, numerous attempts have 
been made to set up a uniform system 
multi-state 
Very little has been accomplished by 


of taxation of businesses. 
conferences. They have called for a 
study by Congress, and a determination 
by it of limits of interstate commerce. 
The U. S. Supreme Court has said that 
—‘“Only a comprehensive survey and in- 
vestigation of the entire national econ- 
omy—which Congress alone has power 
and facilities to make—can indicate the 
need for, as well as justify, restricting the 
taxing power of a state so as to provide 
against conjectural taxation by more 
than one state on identical income.” 
Experience has proved that problems 
interstate will not 


solved by conferences of the states. It is 


of commerce be 
also improbable that a solution will 
come by way of an interestate compact 
approved by Congress. The chance of 
passage of such legislation in the Senate 
is almost nil because each state would 
continue to guard its privileges. 

Under the circumstances, it would 
appear that predictability can only come 
from a re-examination by the United 
States Supreme Court of its own under- 


lying theories on interstate commerce. 


A definition by it of the areas of taxable | 








and non-taxable interstate commerce gt 
might compel the states to request Con-| cogni 
gressional action. *&} flow 
for f 
that | 
Real estate must be assessed at | !*s' 
“true value” in N. J. poe 
take 
IN A HISTORY-MAKING decision, the Su- | enlo 
preme Court of New Jersey, on March 100° 
11th, affirmed a decision of the Superior the t 
Court which ordered that all assessments | Cip@! 
in Middletown township be made at | form 
the statutory standard of “true value.” | PrO} 
The Supreme Court decision contained tion 
one modification: that full compliance of c 
be postponed until the 1959 assessments, | % ™ 
Since the decision would seem to apply tion 
with equal force to all other taxing dis- } 
tricts in the state, it is a matter of great | rece 
concern to all local and state officials one 
who administer the property tax. As reac 
one writer said, “Unprecedented tax Pri 
turmoil reigns in New Jersey these days, In 
with more of the same in prospect.” } pra 
Again, a writer for the New York Times the 
said that the decision “may eventually Bef 
affect property owners throughout the me! 
New York metropolitan area.” | was 
The Assessors’ News Letter of the ask 
National Association of Assessing Offi- wh 
cers reviews the decision and sums up use 
the present situation thus: refi 
“This case started with a complaint | pr 
filed on December 2, 1955... The case 106 
was heard in Superior Court before cer 
Judge Frank Lloyd, who ordered Mid- 19: 
dletown township to assess at full value th 
in a decision issued on January 15, 1956 | ab 
The decree of Judge Lloyd was tu 
later afhrmed by the Appellate Division | ap 
of the Superior Court. be 
“While affirming the lower court’s | ™* 
opinion that the full-value standard | ta 
must be followed, the Supreme Court fr 
felt it to be necessary to delay full dr 
compliance because of the physical | 

impossibility of doing the revaluation x 
job in one year, and also to give the a0 
state legislature an opportunity to make th 
such adjustments as it might deem neces- sh 
sary. As stated by the court: “The in- P’ 
quiry as to true value shall proceed, but a 
the mandate otherwise shall not apply oO 
to the tax years 1957 and 1958, thereby ” 
to afford the Legislature the opportunity _ 
to take such measures and provide for P 
such administrative procedures as_ its h 
own inquiry may prove to be essential i 
to the public interest, and to allow the v 
Township time needed for the fulfill- I 
ment of the project.’ . 
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‘The New Jersey legislature has taken 
cognizance of the problems likely to 
flow from this decision, and the need 
for finding appropriate solutions. To 
that end, a joint resolution was adopted 
last December requesting the Commis- 
sion of State Tax Policy to under- 
take a special study of the impact of 
enforced assessment of real property at 
100% of its true value upon tax rates, 
the taxation of personal property, muni- 
cipal and school debt limits, state aid 
formulas, special taxes based upon real 
property assessments, existing exemp- 
tions and general revenue requirements 
of counties and municipalities and 
to report its findings and recommenda- 
1957. 


“Apropos of this decision, we have 


tions not later than December 
received a report of the experience of 
one New Jersey township that has al- 
basis. This is 


ready moved to a 100% 
Princeton township, in Mercer county. 
In 1956 the township employed an ap- 
praisal firm to make a revaluation of 
the community for assessment purposes. 
Before the job was completed, the for- 
mer assessor died and a new assessor 
was appointed. Shortly thereafter, he 
asked the township board for advice on 
what percentage of full value he should 
He 


referred to the township attorney, who 


us¢ for assessment purposes. was 


promptly informed him the law required 
100% assessment and that was the per- 
centage he should use. He prepared his 
1957 roll on this basis. It is reported 
that when the property owners heard 
about this, dis- 


many became quite 


it the aver- 
assessments of real property would 


turbed, as meant that, on 


age, 
be quadrupled. However, they will be 
mollified when they learn of the new 
tax rate, which is expected to be cut 
from the 1956 rate of $7.46 per hun- 
dred to something like $1.94. 
the full 


policy, the Mayor stated that ‘full value 


‘In commenting on value 
assessment is the best way to see to it 
that every taxpayer shoulders his fair 
share of the local tax burden,’ and ex- 
pressed confidence that all the problems 
attending the change will be solved. One 
of the problems is the taxation of per- 
sonal property, since the revaluation 
applied only to real estate. Instead of 
paying a rate of approximately $9 per 
hundred, which would have been levied 
in the absence of the revaluation, they 
will pay only $1.94 per hundred. Other 
problems will involve the taxes on sec- 
ond class railroad property, the increase 


in the debt limit, and the share of the 


state’s gross receipts tax. As noted be- 
fore, these are some of the problems 
that local and state officials, as well as 





No” newspaper exemptions for “give- 


away.” Florida sales tax law allows an 
exemptions to newspapers. This publica- 
free, had a third 
class mailing privilege and was there- 


tion was distributed 
fore not authorized to carry legal ad- 
vertising, and devoted all but one or 
two pages of 12- and 16-page issues to 
commercial advertising. The court held 
that 
with the minimum requirements for a 


while the publication complied 
newspaper established by state tax regu- 
lations, this fact was not controlling on 
the question of whether the publication 
was in fact a newspaper. It ruled that 
since it unquestionably had for its prin- 
cipal purpose the advertising of business 
concerns in the area and not the dissem- 
ination of news, the publication was 
therefore a “give-away” and not a news- 
paper. Home News Publishing Co., Sp. 
Ct., Fla. 

No sales tax on freight charges. Tax- 
payer manufactured clay products at 
plants in Alabama as well as at a non- 
Alabama plant. The products of both 
plants were sold to Alabama customers. 
The products were sold and shipped to 
the customers f.0.b. cars or seller’s plant, 
with freight allowed to destination. The 
Alabama authorities asserted a sales tax 
on the freight charges and “detailing” 
charges. The court held the sales tax to 
be inapplicable to the freight charges 
for the reason that the f.o.b. point fixed 
the place where title to the property 
passed to the buyers and, hence, freight 
charges were rendered to the buyer and 
not part of the selling price. As to the 
the 
them to represent separately billed fees 


“detailing” charges, court found 
for engineering services rendered apart 
from the sale of the product and not 
taxable. Natco Corp., Ala. Sup. Ct., 


10/11/56. 


Foreign corporation taxed on interest 
from domestic debtor. Taxpayer, a for- 
eign life insurance company, received 
interest on bonds of public utility 
corporations doing business in Idaho. 
Idaho corporation income tax was im- 
posed on the basis of a stautory provi- 


sion requiring life insurance companies 
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the Commission on State Tax Policy, 
will struggle with during the balance of 
the year.” bs 


in reporting their gross income, to in- 
clude interest, dividends, and rent aris- 
ing within the state. The taxpayers con- 
tended that as income from intangibles, 
the interest had its situs, not in Idaho, 
but at the state of domicile. The court 
held that the interest, as a portion of 
the earnings of corporations doing busi- 
the Idaho 
which was not altered by the fact that 


ness in state, had an situs 
it was sent to the taxpayer's offices out- 
side the state. It ruled that the Federal 
Fourteenth Amendment did not restrict 
that taxation of income from intangibles 
to the domiciliary state when another 
state had provided benefits or protection 
for the it arose. 
The court further held that since the 


tax in question was upon the privilege 


activities from which 


of doing business and not directly upon 


the interest, tax situs was not a 
controlling consideration, but was 
secondary to the relationship of the tax 
to the benefits conferred by the state. 
John Hancock Life Insurance Company, 


Idaho Sp. Ct., 2/8/57. 


Sand and steel shot are machine parts; 
no use tax. Alabama's law exempts from 
tax the sale of machine parts, attach- 
ments and replacements which are made 
for use on or in the operation of ma- 
chines used in the manufacture of tangi- 
ble personal property. Taxpayer pur- 
chased sand and steel shot used in the 
manufacture of cast iron pipe fittings. 
The court found that the materials were 
essential to the manufacturing process 
involved. It held them to be machine 
parts on the basis that any article which 
performs an integral function in the 
procedure by which tangible personal 
property is produced is “part and parcel” 
of the machinery used in its produc- 
tion. These materials, the court ruled, 
have a distinct, independent function in 
the manufacturing process and are not 
taxable, although materials like grease 
or fuel, which are useful only as an aid, 
and though vital in enabling a machine 
to operate, are not exempt because they 
do not perform a distinct function in 
the manufacturing process. Newbury 
Manufacturing Co., Inc., Ala. Sp. Ct., 
3/7/57. 
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Does the Commissioner have green light 


on retroactive revocations of rulings? 


H* THE LIGHT turned green on retro- 
active revocations of tax rulings by 
the Commissioner? It would seem so, 
in view of the Supreme Court’s decision 
in the Automobile Club of Michigan 
case. However, there are many facets 
of this phase of tax law, and there have 
been many other developments in the 
area of tax estoppel which deserve re- 


examination at this time. 


Facts of Automobile Club case 

The background of the case is simple. 
In 1934 the issued a 
written ruling to the taxpayer, an auto- 
mobile that it was tax-exempt 
under 101(9), 1939 Code. In 
1938 the Commissioner confirmed this 
ruling in a letter stating that taxpayer 
was not required to file tax returns since 
there had been no change in its or- 


Commissioner 


club, 
Section 


ganization or activities. Taxpayer paid 
no taxes from 1933 to 1945, but filed the 
required Form 990 information returns. 

In 1954 the Commissioner changed his 
mind on the basis of an opinion by his 
General Counsel “club” under 
101(9) contemplates the com- 
mingling of 


that a 
Section 
members in fellowship, 
which was not the case here since tax- 
payer’s principal activity was rendering 
commercial members. 
Accordingly, in 1945 the Commissioner 
revoked his 1934 and 1938 rulings, retro- 
active for two years, 1943 and 1944. 
Taxpayer contended that the Com- 
missioner had no power to apply the 
revocation retroactively, that the Com- 
missioner was equitably estopped from 
applying the 
and that in 


services for its 


revocation retroactively 
event the statute of 
limitations was a bar to the assessment 


of deficiencies. 


any 


The Tax Court sustained the Com- 
missioner, 20 TC 1033 (1953) and the 
circuit court affirmed, 230 F.2d 585 
(CA-6, 1956). 


Now comes the Supreme Court’s 
U.S. Law Week 4247 
(April 22, 1957). The Commissioner's 
earlier rulings were, the court held, 
grounded upon an erroneous interpre- 
tation of the term “club” in Section 
101(9), and were thus based on a mistake 
of law. It follows that the Commissioner 
was not equitably estopped from retro- 
actively applying the revocation, since 
the doctrine of equitable estoppel does 
not bar the 


affirmation, 25 


Commissioner from cor- 
recting a mistake of law. Stockstrom, 
190 F. 2d 283, is disapproved to the 
extent that it holds to the contrary. 
H.S.D. Company, 191 F.2d 831, and 
Kales, 26 F.2d 178, are inapplicable be- 
cause they did not involve correction 
of an erroneous ruling of law. Lesavoy 
Foundation, 283 F. 2d 589, is inap- 
plicable, though it recognized the Com- 
missioner exceeded the discretion vested 
in him under Section 3791(b). That 
Section does not forbid the Commis- 
retroactive action; _ its 
language and history make it clear that 
Congress thereby confirmed the Com- 
missioner’s authority to retroactively 
correct any ruling, regulation or Treas- 
ury Decision, but gave him discretion to 
limit retroactive application to the 
extent necessary to avoid inequitable re- 
sults. R. J. Reynolds Tobacco Company, 
306 U.S. 110 is inapplicable. Finally, be- 
cause those regulations denied retro- 
active effect were legislative, not ad- 
ministrative, the 


sioner taking 


retroactive revocation 
was not an abuse of the Commissioner's 
discretion; the Commissioner in adopt- 
ing his General Counsel’s interpretation 
that Section 101 (9) was inapplicable 
to automobile clubs, applied it without 
discrimination from 1943 on and dealt 
with taxpayer on the same basis as other 
automobile clubs. Chattanooga Automo- 
bile Club & Warren Automobile Club, 
182 F.2d Keystone Automobile 


551; 


Club, 181 F.2d 402; California State 
Automobile Association, 175 F.2d 752; 
Automobile Club of St. Paul, 12 TC 
1152. 

The statute of limitations, the court 
held, runs against the United States 
from the date of the actual filing of a 
return, and the Commissioner's actions 
(inducing taxpayer’s omission to file) 
cannot conditions under 
which the United States consents to the 
running of the statute of limitations 
against it. Pilliod Lumber Co., 281 US. 
245. Nor did the Form 990 returns filed 
by taxpayer constitute the filing of re- 
turns for purposes of Section 275(a), as 
they are merely information returns, and 
lack the data necessary for the computa- 
tion and assessment of deficiencies. 
Lane-Wells Co., 321 U.S. 219. 

Justice Harlan dissented, and would 
hold that the limitations period under 
Section 275(a) began to run when tax- 
payer, relying on the exemption ruling, 
filed its Form 990 returns. An informa- 
tion return was the only one required at 
the time, and taxpayer should not be 
charged with the “failure” to file a re- 
turn contemplated by Section 276(a). 
bind the Government in the field of 
federal taxation, for the need to collect 
revenue efficiently is a weighty factor in 
limiting the application of the doctrine 
of tax estoppel. L. Loewy & Son, Inc. 
31 F.2d 652 (CA-2, 1929); Sunnen, 333 
U.S. 591 (1948). 

The doctrine of estoppel comes into 
play when a taxpayer acts in good faith, 
and to his detriment, in reliance on the 
Commissioner's ruling. But the tax- 
payer must not estop itself from relying 
on the ruling—this may result if the tax- 
payer does not fully and fairly disclose 
all the required information necessary 


modify the 


for the computation and assessment of 
taxes by means of a proper tax return. 
Lesavoy Foundation, supra. 

What constitutes a proper tax return 
was a pivotal question in the Auto- 
mobile Club of Michigan case. In view 
of the majority opinion, nothing less 
than a proper tax return will suffice, not- 
withstanding that taxpayer filed the re- 
quired information return in reliance on 
the Commissioner‘s exemption ruling. 
The inequitable result of such a harsh 
requirement was pointed out by the 
dissent— yet the only way to be sure to 
start the statute of limitations running 
is to file a tax return which is not re- 
quired! 


In other cases the Commissioner has 
been estopped from assessing a deficiency 
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( where he informed the taxpayer that no 


Hs oo tax was due, and the taxpayer filed no 
19 TC return in reliance on such assurance. 
ic ‘{ Failure to file was excused because the 

Commissioner had a duty to file for the 

nr taxpayer. See Stockstrom, supra, al- 
panties though that case is now overruled at 
mB of “ | Jeast to the extent that it bars the Com- 
aCe missioner from correcting a mistake of 
to Sle) law. Failure to file a return was also 
under excused in Balkan Nat. Ins. Co., 101 
to the F.2d 75 (CA-2, 1939), because the Gov- 
meee ernment made it impossible. The tax- 

BI , 5. payer relied in vain on these two cases 

ns Bled in Automobile Club of Michigan. But 

OF re- | ee Smale & Robinson, Inc., 123 F. Supp. 

Ma), aS | 457 (1954), where the Commissioner 

ns, and | was equitably estopped from contesting 

mputa- | the form af a taxpayer’s refund claim 
encles. \ because such form was approved by an 
authorized agent. 

would There can be no estoppel against the 
under Government where the Commissioner's 

Nn tax- 
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actions are neither authorized by law 
nor intended to be binding, since the 
taxpayer is not justified in relying 
BTA 1040 


(1928). Injurious reliance by the tax- 


thereon. James Couzens, 11 
payer is only a minor criteria, as is 
made clear by the Automobile Club of 
Michigan decision. 

Lesavoy Foundation, supra, recognized 
the Commissioner exceeded the discre- 
tion vested in him by Section 3791(b), 
for “it is quite a different matter to say 
that having once changed his mind the 
Commissioner may arbitrarily and with- 
out limit have the effect of that change 
go back over previous years during 
which the taxpayer operated under the 
previous ruling.” The bounds of dis- 
cretion were exceeded “when the Com- 
missioner changed his mind as to the 
exemption granted this foundation and 
made it liable for a tax bill so large as 
to wipe it out of existence.” This was a 
“harsh result.” 

It thus appears that the extent to 
which the revocation is given retroactive 
effect is another pivotal factor. In the 
futomobile Club of Michigan case the 
Commissioner went back only two years 
out of a possible eleven-year period, 
and treated other automobile clubs in 
the same way. But it appears that at- 
tempting to collect taxes for a period 
of many years, on income which may 
have been long since distributed or ex- 
pended, would be arbitrary. It would 
be especialy arbitrary if the assessment 
were so large as to force the taxpayer 
out of business entirely—though it is 
nothing new for weighty assessments to 


force a corporate taxpayer out of 
existence! And the fact that a retroactive 
revocation does not discriminate against 
a single taxpayer (as against other tax- 
payers in the same position) must also 
be taken into consideration. 
Revocations of rulings may, of course, 
always be made prospectively. The Com- 
missioner’s policy in the past has been 
to honor his rulings, and make only 
prospective changes. This policy has 
apparently been confirmed by one of the 
Commissioner’s own general rulings, 
Rev. Rul. 54-146, 1954-1 Cum. Bull. 88. 
But in the light of the Automobile Club 
of Michigan case, it appears that this 
will not stand in the way of making a 
revocation retroactive, if to do so cor- 
rects a mistake of fact or law. And, of 
course, a ruling may be revoked retro- 
actively where the taxpayer has con- 
the 
fraud or misrepresentation. 


cealed facts, or committed some 

Kales, supra, in this regard held that 
the Commissioner lacked the power to 
assess a deficiency based on revaluation 
of stock, unless the original valuation 
was based on fraud or mistake, or unless 
the new one was based on newly dis- 
But the 


Club of Michigan case makes it clear 


covered evidence. Automobile 
that the absence of fraud or mistake on 
taxpayer's part is only one side of the 
coin—there must also be no mistake of 
fact or law on the Commissioner’s part! 
Where there was no mistake of fact or 
law on the Commissioner's part, the 
Commissioner was estopped from retro- 
actively revoking a ruling (based on 
full knowledge of the facts) that tax- 
payer was entitled to deduct contribu- 
tions to its employees trusts. H.S.D. 
Company, supra. 

Finally, the type of ruling involved 
may be important. The Commissioner 
may generally retroactively change a 
ruling of general application, although 
there must be some special circumstances 
(like taxpayer’s fraud or Commissioner’s 
mistake) for him to retroactively change 
an individual taxpayer's ruling. It is 
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easier for the Commissioner to change 
a ruling which is administrative in 
nature (like the one involved in the 
Automobile Club of case), 
than to change a ruling which is legis- 
lative in nature (like the one involved 
in R. J. Reynolds Tobacco Company). 


Michigan 


What to do when relying on a ruling 


1. Don’t conceal any facts in applying 
for a ruling; make sure the Commis- 
sioner is apprised of all the circum- 
stances by making a full and complete 
(Sometimes it is better to 
have no ruling on record than to be 


disclosure. 


stuck with an unfavorable one.) 

2. Start the 
running by filing a tax return bearing 
all data necessary for the computation 


statute of limitations 


of taxes, even though only an informa- 
tion return may be required. 

3. Remember that 
sure of a general ruling than of an 


you can be less 
individual ruling; less sure of an ad- 
ministrative ruling than of a legislative 
ruling. 

4. Make sure the ruling applies in 
the 
parently has the green light on retro- 


your Case; Commissioner now ap- 
active revocations to correct a mistake 
of fact or law. 

5. Remember that the light turns red 
for the Commissioner if you can show 
that you have relied in good faith on his 
ruling, and will suffer extremely harsh 
consequences (such as being forced out 
of existence by an unconscionable assess- 
ment, if the ruling is upset. 

6. Remember that you are entitled to 
be treated on a par with other taxpayers 
in a similar position; any revocation 
must be applied on the same basis to 
all taxpayers in the same situation. 
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When is a corporate officer personally 


liable for unpaid withholding taxes? 


ONSIDERABLE PUBLICITY has recently 
been given to the large amounts of 
unpaid taxes owed the Internal Revenue 
Service. A great portion of these unpaid 


taxes are withholding taxes owed by 
corporations. Although corporate off- 
cers are not normally liable for corporate 


debts, other considerations determine 
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their liability for unpaid Federal taxes 
owed by the corporation. S. Jay Lasser, 
a New York CPA, 
siderations in 


reviewed these con- 
of the 
Month, a monthly bulletin written for 


Tax Thought 
Sterling Factors Corporation. We have 
adapted (with permission) the substance 
of Mr. Lasser’s comments, thus: 
Corporate employees and officers are 
not normally liable for corporate debts. 
Consequently, the question of the corpo- 
for 


rate employee’s personal liability 


failure to pay withheld taxes becomes 


"9 


important. Code Section 6672 provides a 


method whereby the Government may 
proceed against corporate officers and 
employees to collect a sum equivalent to 
the unpaid tax. 

Civil liabilities and penalties are im- 
posed under Section 6672 of the 1954 
Code and Section 2707 (a) of the 1939 
Code. Section 6672 provides that any of- 
ficer or employee of a corporation, or a 
member or employee of a partnership, 
who as such officer, employee, or mem- 
ber is required to collect, truthfully ac- 
count for and pay over the tax collected 
and who wilfully fails to collect such tax 
or truthfully account for and pay over 
such tax shall be liable to a penalty 
equal to the total amount of tax evaded, 
or not collected, or not accounted for 
and paid over. The Code refers to such 
officer, employee or member, who is un- 
der a duty to perform the act, etc. 

What “wilful” or “wilful- 
ly’’ as used in Section 2707 (a) was con- 


sidered in Haynes, Siemoneit and Kel- 


constitutes 


lems.! Haynes (a bankrupt) was the or- 
ganizer, stockholder, director, president 
and manager of a corporation which was 
kept going by virtue of loans, but at no 
time did it have sufficient funds to meet 
its current obligations. The corporation 
owed the U. S. withholding taxes which 
it had collected from _ its employees. 
Haynes was one of the officers of the 
corporation whose duty it was to collect 
and pay the taxes to the U. S. Here, the 
court said: . We are well aware of 
the many meanings that the courts have 
placed on the word ‘wilful.’ It is our 
judgment that as the word is used in this 
statute 2707(a)) it not 
mean wicked design, but rather that the 
person acts knowingly and intentionally. 
It would seem therefore that if the offi- 
cer of the corporation had in his hands 
or under his control the funds that had 


been set apart for the purpose of paying 


(Section does 


‘ Haynes, 88 F. Supp. 370; Paddock v. Siemon- 
eit, 218 SW2d 428; Kellems, 97 F. Supp. 681. 
® Murdock, 290 U.S: 389 (1934). 
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the tax and appropriated such funds for 
some other purpose that he acts wilful- 
see 

In the Siemoneit case, the court deter- 
mined as a fact that Siemoneit was the 
disbursing officer of the corporation and 
that it was his decision that the taxes 
would not be paid when due. The court 
found that Siemoneit in failing to cause 
the corporation to pay over the taxes 
had no fraudulent motive or intent or 
purpose to defraud the Government of 
its revenue, but that he deliberately and 
intentionally failed to cause payment of 
the taxes when they were due. 

Here the court stated: “In the light 
of the decisions of the Supreme Court 
of the United States, and even though 
we agree that penalty statutes should 
generally be construed in favor of the 
the 
district court’s finding that the respon- 


taxpayer, we have concluded that 


dent intentionally and_ deliberately 
failed to pay the taxes when due was 
sufficient to make him liable for the 


civil penalty under Section 2707a). Re- 
spondent admittedly knew that the tax- 
es were due. There was no contention 
that the statute was inapplicable to the 
taxpayer. Nor does the proof show 
that the corporation could not have paid 
the taxes when they were due. The 
proof merely shows that it was incon- 
venient for the corporation to pay the 
that that it 
thought that the corporation would have 


taxes at time, and was 
a better chance to operate profitably if it 
postponed the payment of its tax obliga- 
tion and used the funds for its own pur- 
poses instead of paying them over to the 
Government as the law requires. The 
choice was knowing, deliberate and _ in- 
tentional, and with full realization that 
the law was being violated. In our opin- 
ion this is the kind of case which Section 
2707(a) was intended to cover... .” 

The Kellems case involved a failure to 
comply with the withholding provisions 
of the income tax laws, rather than a 
failure to pay taxes withheld. Here the 
court found that the taxpayer had acted 
without reasonable cause and stated in 
part: 

. . has taken the 
position throughout, and still adheres to 


“The Government 


the position, that an intentional and 
deliberate noncompliance, which con- 
cededly existed here, was enough to 
bring the penalty statute into play. I 
and still 
hold, that the word ‘wilful’ in the pen- 
alty statute means ‘without reasonable 


overruled this contention . 


cause,’ that is to say ‘capricious.’ . . . 


The cases we have been considering { 
involved civil penalties only. There is a 


difference between the meaning of 


“wilful” in such civil cases and “wilful” } 


in criminal cases. This distinction was 
brought out by the Supreme Court in 
the Murdock case.2 The Court said: 

“The word (wilfully) often denotes an | 
act which is intentional, or knowing, or 
voluntary, as distinguished from acciden- 
tal. But when used in a criminal statute 
it generally means an act done with a 
bad purpose; without justifiable excuse, 
stubbornly, obstinately, perversely, 
This court has held that where direc- 
tions as to the method of conducting a 
business are embodied in a Revenue Act 
to prevent loss of taxes, and the Act de- 
wilful failure the 
directions to be a penal offense, an evil 


clares a to observe 


motive is a constituent element of the 
CTE. 

The Service in summarizing Rev. Rul. 
54-158 took the position that the 100% 
penalty provided in Section 2707(a) of 
the Code should be assessed in a case 
where money withheld from employees 
as taxes, in lieu of being paid over to 
the Government, was knowingly and in- 
tentionally used to pay the operating 
expenses of a business or for other pur- 


poses. 


Release of worthless tax liens 
without litigation now possible 


ro 1954 Code, 


liens could be removed administratively 


PRIOR THE Federal tax 
from property only if the tax liability 
had been paid, was outlawed, or was 
amply secured by other property, or 
upon partial payment or posting of a 
bond. (1939 Code, Sections 3673, 3674.) 

The practical effect of the narrow 
scope of these sections was to compel 
either payment of some amount of the 
tax or court foreclosure by a party hold- 
ing an interest in property superior to 
a Federal tax lien. Consequently the 
Government made a de- 


was party 


fendant in foreclosure actions. 
After 


the 


many 
foreclosure real 
United States 


right of redemption. 


upon property, 


retains a one-year 

This was changed by the 1954 Code. 
Baxter Richardson points out in the 
Journal of the State Bar of California 
that the 1954 Code permits adminstra- 
tive release of a Federal tax lien when- 
ever the “Secretary or his delegate” de- 
termines that the interest of the Govern- 


ment in the property is valueiess. In 


| 


a 


——— $<. 
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» In 


making such determination, fair market 
value of the property and prior liens are 
(1954 Code, Section 
6325(b)(2)(B)). Administrative release 
would be granted, for example, to the 


to be considered 


holder of a trust deed in the amount 
of $10,000 on property worth less than 
that amount, if the trust deed were 
senior to a tax lien upon the property. 
The trust deed would be senior if it was 
created prior to filing of the notice of 
the recorder’s office 


lien in (Section 
6323(a)). (In the case of securities, the 


lien is inferior to subsequent pur- 
chasers or encumbrancers without actual 
notice, even though notice of the lien 
had been properly filed prior to the 
purchase or creation of the encumbrance 
(Section 6323(c)). The filing of the Dis- 
trict Director's certificate of discharge of 
lien in the recorder’s office clears com- 
pletely the cloud created by a tax lien. 

\ person seeking a release of a tax 
lien by reason of worthlessness makes a 
written application in triplicate to the 
District the 


question was assessed. No nominal tax 


Director to whom tax in 
payment need be made. The applica- 
the 
Treasury Regulations Sec- 
tion 301.6325-1(b)(4). Normally an ap- 
praisal should accompany the applica- 
rhe District 
request, furnish a mimeographed guide 


tion must contain information re- 


quired by 


tion. Director will, upon 
to the preparation of the application. 
This guide should be followed closely. 

The 


ministrative 


Treasury desires that this ad- 
procedure in removing 
worthless tax liens be followed whenever 
possible, even though for other reasons 
court foreclosure of the prior security 
will be used. Where court proceedings 
to foreclose a security are contemplated, 
application should first be made in the 
indicated for release of 


manner above 


tax liens claimed to be without value. 
Within 30 days after receipt of such ap- 
plication, the District Director will issue 
Dis- 
charge Certain Property from Federal 


a “Conditional Commitment to 
lax Lien.” The condition, according to 
the service, is intended to protect the 
Government in “exceptional cases,” and 
it will usually be known in advance 
whether it will be met. Technical In- 
formation Release No. 10, July 11, 1956. 

[fo encourage use of the procedure, 
the Service in the same release an- 
nounces two deterrents if may employ to 
eliminate involvement of the Govern- 
ment in court foreclosures where the tax 
lien could be removed administratively. 


The Service may reject applications for 


no-value discharges where the;.Govern- 
ment has previously been named..a de- 
fendant in court-foreclosure proceedings. 
In such cases it may also reject applica- 
tions made after judgment of foreclosure 
for release of the Government’s right of 
redemption, where such applications 
offer only a “nominal sum” in considera- 
tion of such release. 

The release in terms discusses only 
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the case of foreclosing mortgages. It is 
believed likely that the policy an- 
nounced by the release will also apply 
to beneficiaries of trust deeds and con- 
ditional vendors. In view of such policy, 
it will distinctly  dis- 
advantageous to make the Government a 


henceforth be 
defendant in court-foreclosure proceed- 
ings in any case where the Government’s 
lien is valueless. vy 


New procedural decisions this month 


Commissioner can rescind tax exemp- 
tion retroactively. In 1934 and again in 
1938, the Commissioner held taxpayer 
to be exempt from taxation as a club 
organized and operated exclusively for 
pleasure, recreation, and other non- 
profit purposes. On July 16, 1945, the 
Commissioner that 


he had been mistaken, because the term 


informed the club 


“club” for the purposes of the exemp- 
| 


tion statute was meant to be 


ganization in which there was a “co- 


an or- 


mingling of members, one with the 
other, in fellowship.” Since the taxpayer 
was not a club in that sense, it did not 
qualify for tax exemption. The Com- 
missioner ruled that the automobile club 
would have to file tax returns for 1943 
and 1944. The club admitted taxability 
for the period subsequent to the revoca- 
but contended that the Commis- 


acted 


tion, 


sioner arbitrarily and without 
authority in requiring returns for 1943 
and 1944. The circuit court disagreed. 
From 1934 had 
acted under a mistake of law, which he 


could 


on, the Commissioner 


correct at any time. In other 
cases where the Commissioner has been 
held to prior rulings, no such mistake 
of law was involved. Furthermore Sec- 
tion 3791(b) of the 1939 Code specifi- 
the the 


right to determine the extend of the 


cally granted Commissioner 
retroactivity of any ruling. The court 
also held that the Form 990 filed by 
the Club 
commenced the running of the statute 
The Court 
affirms. [Comment on this case appears 
above. Ed.] Automobile Club of Mich- 


igan, Sp. Ct., 4/22/57. 


was not a tax return which 


of limitations. Supreme 


Claim for 722 relief offered to local 
collector who had accepted others is 
timely. 
livered a claim for 722 relief, on the last 


An officer of the taxpayer de- 


day for filing, to the Chicago collector, 
where such claims had previously been 





filed by taxpayer and been accepted. 
The Chicago office refused to accept the 
claim and suggested the officer send it 
by airmail to Washington where the 
office would be open till midnight to 
accept claims. The officer mailed the 
claim by registered airmail shortly after 
noon from the post office at the airport 
where he was told that the letter would 
be in Washington before 4 p.m. The 
Readjustment Section stamped the claim 
as having been received on the next 
day. In the Commissioner's 
argument that the claim was barred by 
the Statute of limitations the court holds 


denying 


that the claim was constructively filed 
on time. The previous practice of the 
Chicago office in accepting such claims, 
the manner of taxpayer's attempt to file 
and the possibility that the claim was 
in fact received the day before were 
the courts reasons. The court does not 
the 
taxpayer that the government is bound 


consider alternative argument by 
on the theory of an 
[1954 Sec. 7502 provides that 
claims are filed at the time of mailing. 
Ed.| Caspers Tin Plate Company, Ct. 
Claims, 5/8/57. 


account stated. 


Code 


Plaintiff in suit for misrepresentation 
of profit can see tax returns. A partner 
claimed he had been induced to join 
the business by a fraudulent misrepre- 
He is 
granted his motion to force the de- 


sentation of its profitability. 
fendant to produce his income tax re- 
turn for the year prior to the turning 
of his business over to the partnership. 


Bredler, DC Pa., 5/27/57. 


Government doesn’t pay interest on un- 
paid interest due. Interest was allowed 
on an overpayment of tax and was later 
increased the 
original computation. The IRS rules 
the taxpayer is not entitled to receive 
interest compensating him for the delay 


because of error in 
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in payment of the increase in interest 


allowable on the overpayment. Rev. Rul. 


57-271. 


IRS consideration of issue, untimely 
under Regulations, waived bar. Tax- 
payer filed timely applications for re- 
lief for the fiscal 1942 to 1946 
under section 722. Later, after the final 
day for filing, taxpayer amended the ap- 
plication incorporating a new ground 
for relief for all 


years 


years under Section 
722(b)(4). Although the Commissioner 
stipulated that taxpayer was entitled 
to relief under Section 722(b)(4), he 
contended the claims were 
filed too late. The court points out how- 
ever, that the requirement that new 
grounds for relief be timely filed was in 
the Regulations, not the law, and the 
Commissioner’s 


amended 


action in considering 
the amended claims on the merits’ effec- 
tively waived compliance with such re- 
quirements. The relief is granted. Eisen- 
stadt Manufacturing Co., 28 TC No. 24. 


Tax lien on policy extends to cash 
surrender value. The district court held 
that the cash surrender value of dece- 
dent’s policy merged into the proceeds 
at death that the property in- 
terest which supported the liens dis- 


and 


appeared at death. Accordingly, dece- 
dent had no interest in the policy which 
survived him, and the proceeds were not 
subject to lien for his taxes. This court 
reverses, upholding the lien to the 
extent of the cash surrender value. The 
government lien against the cash sur- 
render 


value was obtained 


prior to 
death and this asset can not be trans- 
after the lien has 
been attached. Haper, CA-7, 3/20/57. 


ferred gratuitously 


Transferee liable for corporate taxes. 
Taxpayer as transferee of corporate 
property is held liable for the corporate 
taxes upon a showing that the Commis- 
sioner had attempted unsuccessfully to 
collect the tax from the transferor; that 
the property was transferred to tax- 
payer without consideration; that the 
transferor was insolvent at the time of 
the transfer; and that the value of the 
property transferred exceeded the trans- 


feror’s tax liability. Wade, TCM 1957- 


Presumption of insolvency when trans- 
feror makes voluntary transfer. In 1951, 
at which time taxpayer had unsatisfied 
tax liabilities for prior years, he pur- 
chased a farm for $31,000 and took title 


August 1957 


in the name of his sister from whom he 
borrowed $2,000. $29,000 of the payment 
was his own money. Under state law 
this transfer to his sister was presump- 
tively fraudulent as to creditors, and 
since the sister failed to establish her 
brother’s solvency on the date of trans- 
fer, she is here held liable for his taxes 
as transferee to the extent of $29,000. 
Papineau 28 TC No. 9. 


Husband liable as second transferee of 
wife’s inheritance. A wife, admittedly 
liable as a transferee of certain in- 
herited assets, deposited them in a joint 
account with her husband. The husband 
withdrew the assets leaving his wife with 
insufhcient funds to pay the tax de- 
ficiencies. The holds the facts 
establish at least a prima facie case of 
transferee liability on the part of the 
husband. Naw, 27 TC No. 122. 


court 


Delinquency penalty is a “deficiency” 
requiring a 90-day latter (old law). The 
Commissioner assessed a delinquency 
penalty, demanded payment in ten days 
and filed a lien. The taxpayer argues 
that she is entitled to the standard 90- 
day letter. The court agrees. The 1939 
Code, under which this case arose, was 
unclear and courts held both ways. The 
1954 Code, however, clearly requires a 
90-day letter and should be accepted 
as Congressional idea of proper proce- 
dures. Hackleman, DC Ore., 1/7/57. 


Signing of 870 by Commissioner proved 
by other records; form lost. The burden 
here was on the taxpayer to prove that 
the Commissioner had not signed his 
form 872 (Waiver of Restriction on 
Assessment). Though the Treasury could 
not produce the form itself, the court 
found from oral testimony and other 
Treasury records that it had been signed. 
Colburn, DC Kans., 3/4/57. 

Jeopardy assessment sustained; no 
extraordinary facts. The taxpayer had 
previously been convicted of tax eva- 
sion, and since he did not show the 
jeopardy assessment was illegal, it is 
sustained. Lewis, DC IIl., 3/13/57. Simi- 
larly Harrison, DC Ill, 3/13/57. 


IRS promises, attached by taxpayer to 
872, unenforceable though signed. Re- 
quested to sign a Form 872 extending 
the period for 
added 


assessment, 
language by 


taxpayer 
which the IRS 
promised to return books and records 
turned over by taxpayer to a revenue 


agent and also to make other papers 
available within five days after the sign- 
ing of the Form 872. Though the Form 
872 carried the proper signature it was 
invalid. The official had authority to 
sign the printed forms only. The IRS 
cannot be held to these promises to turn 
over papers. Moreover, the extension 
of time is invalid and taxpayer escapes 
assessment. Laughlin, DC Dist. of Col., 
2/8/57. 


Overstatement of costs is omission ex- 
tending statute. Taxpayer acquired a 
water-supply-pumping system which it 
owned and operated at a loss to supply 
water to the houses in a development it 
was constructing. The Tax Court held 
the cost of the system was not a de- 
velopment expense and could not be 
added to the subdivision 
lots to determine the gain on the sale 
of lots. Moreover this overstatement of 
costs (since it resulted in an under- 
statement of income by over 25%) made 
the statute of limitations five years. Not- 
ing at that other circuits have held that 
overstatement of costs does not extend 
the statute, the court adheres to its 
view in Reis (142 F2d 900). 
CA-6, 4/22/57. 


cost of the 


Colony, 


Can't get declaratory judgment on in- 
come taxes. Taxpayer, a steamship line, 
brought this action to compel the Sec- 
retary of Commerce to approve its re- 
quest to withdraw funds from a capital 
reserve 


account under the 


maritime laws. The only “controversy” 


required 


was really a question of tax liability, 
involving the tax exempt status of sub- 
sidy payments applied to recondition- 
ing vessels. Tax controversies cannot be 
settled by the declaratory judgment 
method; the court dismissed the action. 
New York & Cuba Mail Steamship Co., 
DC Dist. of Col., 4/19/57. 


Interest runs till Commissioner accepts 
offer. Taxpayer agreed, in June 1951, to 
additional tax. The Commissioner ac- 
cepted in May 1952. The 
held the 


Tax Court 
became effective 
only on acceptance. Interest runs till 
then. This Court affirms. Algodon Mfg. 


Co., CA-4, 4/1/57. 


agreement 


Tax Court has no power to change final 
decision. Following the Supreme Court 
in Lasky (352 U.S. 1027) the court holds 
the Tax Court does not have power to 
set aside a after it 


decision becomes 


final. Lentin, CA-7, 5/1/57. 
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Interest assessed on deficiencies elim- 
inated by carryback not a deficiency. 
faxpayer had sought to enjoin collec- 
tion of interest on deficiencies for 1943 
1944. The 


had been eliminated by loss carrybacks 


and deficiencies themselves 


but taxpayer contended it had the right 


to contest the validity of those de- 


ficiencies and therefore of the interest. 


This court holds the district court 
properly refused an injunction. This 
interest is not a deficiency and the 


Statutory restraints on assessment do not 
apply. Taxpayer cannot go to the Tax 
Court; that court has jurisdiction only 
over deficiencies. It can get its day in 
court only by paying and suing for a 
refund. Standard Oil (N. J.), CA-2, 


4/26/57. 


IRS summons to attorney re clients tax 


not enforced. In connection with an 
examination of a doctor-taxpayer’s re- 
turns, the Government sought to ob- 
tain taxpayer’s records from 
The 


doctor 


the at- 
District Court found that 
had 


tor ney. 


the been his attorney’s 
client, that the attorney had _ possession 
of the records in a professional capacity 
and that such possession was privileged. 
[his court affirms but on the ground 
that the the 
nature of the summons nor the records 


sought. Schwarz, CA-DC, 5/2/57. 


record does not show 


Tax Court dismisses late filing of peti- 
The 


payer's petition because it was mailed 


tion. Tax Court dismissed the tax- 
on the 91st day (received by the Tax 
Court on the 92nd day) after the notice 
of deficiency was mailed to the taxpayer. 
The 1954 Code provides that a tax- 
payer may mail a petition to the Tax 
Court within 90 days of the notice of 
deficiency. This court affirms. Lingham, 
CA-3, 4/4/57. 


Refund allowed on changeover to LIFO 
for years closed by statute of limitations. 
\fter valuing only its raw materials in- 
ventory by the Liro method, .taxpayer 
elected to use Liro in valuing all inven- 
tories. The required adjustment, as to 
all prior years in which Liro had not 
been used exclusively, resulted in an 
overpayment in years for which claims 
for refund were barred by the statute of 
The court holds that Sec. 
3801 of the 1939 code is applicable, and 
that in allowing refund for open years 
and denying refund for years barred by 
the statute of limitations the Commis- 
sioner’s position is inconsistent since all 


limitations. 


the claims were based on the same com- 
putation. Two judges dissent. The Com- 
missioner took no action, let alone an 
inconsistent one. The Regulations per- 
mitted taxpayer to elect a change, if it 
recomputed open years on the same 
basis. This taxpayer elected to do. Sec. 
3801 doesn’t come into play at all. 
Meultrie Cotton Mills, Ct. Cls., 5/8/57. 


Corporation suing government must sue 
in state of incorporation. Taxpayer 
corporation organized under the laws of 
Delaware brought suit in California, its 
principal place of business, for the re- 
fund of excise taxes. The court holds 
that under the judicial code a corpo- 
ration can sue only in its state of resi- 
dence. Therefore the proper forum for 
the action is the Delaware district court. 
The court orders the action transferred. 
Richfield Oil Corp., DC Cal., 5/3/57. 


IRS need show only reasonable sus- 
picion of fraud to open bank records. 
Taxpayer objected to an order requir- 
ing his bank to produce records for the 
years 1936 through 1951. [Apparently 
the taxpayer argued the years were 
closed.—Ed.] The court holds the order 
proper because the Government showed 
reasonable grounds for suspecting fraud. 
Corbin Deposit Bank, CA-6, 5/15/57. 


Can’t enjoin collection of tax in absence 
of proof of exceptional and unusual cir- 
cumstances. The fact that the taxpayers 
deny that the tax is owed, claim that it 
had been illegally and improperly 
assessed, and that the collection would 
work great hardship does not justify in- 
junctive relief. The court holds that the 
remedy at law, paying the taxes assessed 
and then seeking a refund of the tax 
paid is adequate. Freeman, DC S.C., 
4/29/57. 


U. S. can sue to collect deficiency de- 
termined by Tax Court. Two days be- 
fore the expiration of the statute of 
limitations, the Government filed this 
action in the district court for collection 
of a tax deficiency determined by the 
Tax Court. Since the Tax Court has no 
power to enforce the deficiencies which 
it determines, it was proper for the Gov- 
ernment to bring this suit and the court 


therefore awards judgment to the 
Government. Jones Estate, DC Ky., 
4/11/57. 


IRS acceptance of taxpayer’s offer to 
extend assessment period inferred. This 


Effective tax procedure + 127 


case is one of six in which joint counsel 
negotiated with the IRS for settlement. 
Oral agreement was reached and each 
of the six made a formal offer to extend 
the limitation period on the assessment 
of a deficiency. The Commissioner sent 
formal acceptance to five but the Com- 
missioner did a formal 
ceptance of taxpayer's offer though, the 
Tax Court held, it was inferentially ac- 
cepted, because the taxpayer’s deficiency 


not make ac- 


was offset by the overpayments in the 
five associated cases. This court affirms. 
Girard, CA-4, 4/4/57. 


Unsigned return not a return; Commis- 
sioner’s joint deficiency upheld. A hus- 
band and wife engaged in a gambling 
business prepared a joint return for 
1950 on which their income was grossly 
understated. They filed a duplicate copy 
which was signed by neither of them. 
The court holds that since the unsigned 
copy was not verified in accordance with 
the requirements of the statute, it was 
neither a joint return nor a separate 
return. The fact that no return was 
filed did not prevent the Commissioner 
from properly determining a joint de- 
ficiency and fraud penalty where the un- 
reported income, which was uncon- 
tested, was from joint operations. Dixon, 
28 TC No. 34. 


Deficiency and penalties upheld upon 
failure to prosecute. The Tax Court had 
previously determined that taxpayer was 
not entitled to income tax exemption, 
which opinion was sustained by the 
circuit court. On remand to redetermine 
the deficiencies and additions to tax for 
failure to file returns, the court upholds 
the Commissioner's determinations upon 
failure of taxpayer to prosecute. Polish 
Army Veterans Post 147, TCM 1957-92. 


Corporate treasurer can’t enjoin collec- 
tion of unpaid withholding tax from 
him. Taxpayer was secretary-treasurer of 
two corporations whose assets had been 
seized for nonpayment of withholding 
taxes. The Collector seized partnership 
interest in a farm for taxpayer’s personal 
taxes and also for the unpaid corporate 
tax on the ground that he was the cor- 
porate officer responsible. The court 
refuses to enjoin the seizure. Taxpayer 
will suffer no irreparable damage. Hard- 
ship in raising money to pay taxes is 
common and not a special circumstance 
justifying interference with the regular 
administrative procedure. Yates, DC 
Ill., 6/4/57. 
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Bill to eliminate detailed 
wage reporting proposed 


THE DEPARTMENT of Health, Education 
and Welfare has now drafted its own 
bill for eliminating detailed quarterly 
wage reporting for social security pur- 
poses. This legislation is intended to 
eliminate about 13 million quarterly 
wage reports which employers must now 
file. The Department describes its pro- 
posal as follows: 

“Under the legislation, 
the employer would continue to file one 


proposed 


annual report for each employee on the 
present income tax withholding: state- 
ment (Form W-2). The employer also 
would continue to file quarterly tax re- 
ports but without listing individual em- 
ployees and their earnings. 

“The would use the 
Forms W-2 both for social security rec- 


Government 


ords and income tax withholding. The 
provisions on eligibility for social se- 
curity benefits, now on a quarterly basis, 
would also be placed on an annual 
basis. 

“The proposed plan would reduce 
by at least one-half the number of wage 
items that have to be processed by the 
Bureau of Old-Age and Survivors In- 
surance; the reduction would be as 
high as three-fourths but for the fact 
that a substantial number of employees 
work for more than one employer in 
Without the 
change, it is estimated that the number 


the course of a_ year. 


of wage items that would have to be 
processed each year would reach nearly 
260 million in 1959. 

“The plan also would improve tax 
administration. The Bureau of Old-Age 
and would match 
mechanically the Forms W-2 filed by 
employers with the copies attached by 


wage 


Survivors Insurance 


earners to their income tax re- 
turns. Discrepancies in tax reporting by 
employers or employees would be re- 
ferred to the Internal Revenue Service. 

“The employee would have an auto- 
matic means of checking each year on 
the accuracy of the earnings reported 
for him for social security. The em- 
ployee’s copy of Form W-2 would be 


an exact duplicate of the information 
his employer reported for social se- 
curity purposes. Thus, each year when 
he attached Form W-2 to his income 
tax return, the employee would be able 
to notify the Government of any er- 
rors in his social security account that 
might have resulted from errors on the 
Form W-2. 

“If a state, within 5 years after en- 
actment of the bill, changed the wage 
base for figuring unemployment com- 
pensation either to an annual wage 
base or from a quarterly base to an- 
other type, then eligibility for benefits 
and benefit amounts would have to be 
figured on both the old and the new 
method for 12 months. Payment, how- 
made on the basis of 
the new method. With the information 
acquired in figuring compensation by 


ever, would be 


both methods, the state unemployment 


insurance agency would prepare and 
publish a report on the effects of the 
change on benefit rights. 

“The proposed plan is the end re- 
sult of studies in which the Social Se- 
curity Administration and the I.R.S. 
have been engaged for many years. The 
elimination of quarterly reports also 
was recommended by the Hoover Com- 
mission in its report on paperwork.” 

The provision which requires partic- 
ular which 
change their wage base within five years 


record-keeping by states 
after enactment of this proposed legis- 
lation is undoubtedly intended to over- 
come some of the objections which labor 
has voived in regard to annual report- 
ing. (See 6 JTAX 318 and 189.) 


Six states make changes 
in employment laws 


THIS MONTH five states report changes in 
their unemployment compensation ar- 
rangements. They are: 

Oklahoma: Oklahoma unemployed work- 
ers, effective May 21, 1957, were eligible 
to receive. maximum unemployment 
benefits of 26 times (22 times prior to 
May 21) the weekly benefit amount, or 
one-third of base period wages, which- 
ever sum is lesser of the two. . 


This had the effect of increasing the 
maximum unemployment benefits which 
are attainable from $616 to $728. 


Maryland: Effective April 1, the maxi- 
mum weekly benefit amount payable to 
an unemployed Maryland worker was 
raised from $30 to $35. At the 
time the law was changed to provide 


Same 


for a minimum weekly benefit amount 
of $10. This was raised from a $6 mini- 
mum. 

Effective June 1, Voluntary Quit dis- 
qualifications will range from one to 
nine weeks. Prior to the change in the 
law the Maryland worker was disquali- 
fied until he became reemployed and 
had earnings equal to at least ten times 
his weekly benefit amount. 

A new ‘Gross Misconduct” disqualifi- 
cation was written into the law provid- 
ing for a continuihg disqualification 
until the disqualified 
comes reemployed and earns wages equal 


individual _ be- 


to at least ten times his weekly benefit 
amount. The “Discharge for Criminal 
Act” disqualification which provided for 
a permanent loss of wage credits ap- 
plicable to earnings prior to the dis- 
charge was dropped from the law. 

A disqualification ranging from one 
to ten weeks was written into the law 
applicable to individuals refusing to 
Prior to this 
change the unemployed individual was 
disqualified until he became reemployed 
and had earnings of at least ten times 


accept suitable work. 


his weekly benefit amount. 


Alaska: On April 4, 1957 the unemploy- 
ment law in Alaska was changed to pro- 
vide a taxable wage base limitation of 
$4,200 for the calendar year 1957 and 
thereafter. This was increased from the 
$3,600 wage limitation which 
was imposed effective January 1, 1955. 


taxable 


The provision for imposing an em- 
ployee contribution of one-half of 1% 
which was temporarily dropped effective 
January 1, 1957 was re-enacted retro- 
active to January 1, 1957. Provision was 
made that employers of workers who 
terminated between January | and April 
4, 1957 need do nothing about the em- 
ployee tax. 


Minnesota: The Minnesota Employment 
Security Law was recently amended to 
provide a maximum weekly benefit pay- 
able to an unemployed worker in the 
amount of from 


$33 weekly. The maximum total benefits 


$38. This was raised 


which a claimant may receive during ‘his 
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$33 weekly. The maximum total benefits 


claimant may receive during his bene- 
fit year were raised from $858 to $988. 

The above changes became effective 
in Minnesota on and after July 1, 1957. 


laine: Recent amendments to the 
Maine Employment Security Law made 
provision for a weekly benefit amount 
ranging from a minimum of $7 to a 
$33. 
merly ranged from $6 to $30 weekly. 
Ar the 


tion of 


maximum of These benefits for- 

same time the maximum dura- 

benefits was increased from 23 

weeks to 26 weeks so that unemployed 
State of 

draw maximum benefits of $858 during 


workers in the Maine may 
a benefit year. The maximum was $690. 

While the bill which became part of 
the Employment Security Law provides 
for an April 1, 1957 effective date for 
the above increased benefit amounts, the 
bill itself does not become effective until 


Auugst 28, 1957. 


1957 


amount 


North Carolina: Effective July 1, 


the maximum weekly benefit 
payable to an unemployed North Caro- 
lina worker was increased from $30 to 


$32. The minimum weekly benefit 
amount was raised from $7 to $11. 

Effective at the same date qualifying 
ase period wages were raised from $250 

» $500. 

Beginning in 1958 employers whose 
accounts show negative balances will be 
required to pay additional contributions 
of up to 1.0%, over and above the statu- 


9 7¢ 
ay 


tory requirement. Thus the maxi- 
mum unemployment contribution rate 
in North Carolina beginning with the 
ar 1958 will be 3.7%. 


Connecticut: Effective with claims for 


ifter July 6, 1957 the maximum weekly 
benefit amount payable to an unem- 
ployed worker in the State of Connecti- 
$40. This was 
At the 
same time the minimum benefits pay- 


cut was increased to 


raised from a maximum of $35. 


able was increased from $8 to $10 weekly. 


Thus the maximum benefits which 
may be paid during a benefit year will 
be increased from $910 to $1,040. 
Dependency benefits which heretofore 
had been $3 were raised to $4. 
In order to obtain the above men- 
$40 weekly 


have 


tioned benefit, a worker 


must average earnings of $79 
weekly during his base period, whereas 
$69 average weekly wages was required 
for the $35 benefit. 


Idaho: On July 7 Idaho weekly unem- 


ployment insurance benefits will range 

from $15 to $40. Currently the weekly 

benefits range from $7 to $30. 
Qualifying base period wages now 





Error in letting jury hear question about 
plea in criminal case. Taxpayer sued 
for refund of tax and fraud penalty paid 
after the Commissioner redetermined 
his income using the net-worth method. 
This 
finds it was reversible error for the court 


The jury denied refund. court 
below to let the case go to the jury after 


taxpayer had been asked whether he 
pleaded nolo contendere at a criminal 
trial for tax evasion. The prejudice 
could not be removed by instructions to 
the jury to ignore the question. Mickler, 


CA-5, 4/22/57. 


Reliance on accountant not “reasonable 
failure to file. 
failed to file a declaration of estimated 


cause” for Paxpaye! 
tax. He maintained that he relied solely 
on his public accountant to file a de- 
claration and that this reliance was the 
reasonable cause for the failure to file. 


The court concludes the reliance on the 


New fraud and negligence decisions 


Index of cases * 129 


range from $250 to $2,730. Effective July 
7 they will range from $472 to $3,640. 
High quarter wages paid in base period 
were also changed. 










accountant was not well placed since no 
proof was presented that he was quali- 
fied to advise taxpayer concerning tax 
matters. Penalties for failure to file and 
substantial underestimation are upheld. 
Kaltreider, 28 TC No. 18. 


Former deputy collector found fradu- 
lent. Taxpayer was a deputy collector 
of Internal Revenue. He claimed a de- 
duction for room and meal expenses on 
trips to his home, in another city in 
when in fact no ex- 


the same state, 


penses for rooms and meals were in- 
curred. He claimed deductions for room 
expenses and food for more days than 
he actually spent travelling on business. 
His auto expenses were overstated and 
gain on the sale of an automobile was 
not reported. The court finds the gov- 
ernment carried it’s burden of proof of 
fraud. Vandenoever, DC N. Dak., 4 


15/57. 





NEW DECISIONS are listed below by the 
single significant word in the citation, gener- 
ally the taxpayer’s last or principal name. The 
number is page where summary will be found. 





Adrey 71 Daley 116 
Alabama By- Dickson 83, 91 
products Corp. 98 Dixon 127 
Algodon Mfg. Co. 126 Eastridge 118 
Alleghany Corp. 118 Sisenstadt Mfy 126 
American Pipe & Ellis Estate 92 
Steel Corp. 73 Forrow 83 
Arkansas Missouri Ferguson 71 
Power Co. 116 Food Products 103 
Ashcraft, Jr. 82 Freeman 127 
Automobile Club Gamble 114 
of Michigan 125 Girard 127 
Bache Trust 90 Goehner 92 
Beacham 83 Goodrich 117 
Beaver Pipe Gordon 92 
Tools, Inc. 71 Gregg Co. 72 
Benjamin Estate 71 Hackleman 126 
Boehm 73 Haper 126 
Bond 118 Harper & 
Bondurant 114 McIntire Co. 118 
Bowers 83 Harrison 126 
Bradley 114 Henry Estate 91 
Branham 76 Hill Estate 91 
Bressner Radio 116 Home News 
Brooks 82, 92 Publishing Co. 121 
Burge 73 Home Sales Co. 73, 83 
Cappel House Howells 91, 92 
Furnishings Co. 117 Houck 72 
Casey Estate 92 Huss 126 
Caspers Tin Insurance Club 
Plate Co. 125 of Dallas 91 
Cass 92 Jacobson 83 
Chase 76 Janss 83 
Chemell 117 John Hancock 
Cobb, Sr. &3 Life Insurance 121 
Coffman &3 Jones 118 
Colburn 126 Jorgensen 92 
Colony 126 Kaar 117, 118 
Columbus and Kaltreider 115, 129 
Southern Ohio Kencsha Auto 
Electric Co. 116 Transport 117 
Kingsmill Corp. 71 Kino 87 
Corbin Deposit Knipp 87 
Bank 127 Koontz 114 
Crowell Land & Krey Packing 117 
Mineral Corp. 115 Lakin 115 
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Lambert 118 Perrault 72 
Laughlin 126 Pittston Co. 115 
Lawrence 115 Polish Army 
Lentin 126 Veterans Post 127 
Libson Shops 73 Radio Medford 117 
Lingham 127 Remer 114 
Lykins Estate 91 Richfield Oil 127 
Mandel Estate 91 Riverton Lime & 
Matzger 87 Stone Co., Ine. 116 
McGrath 18 Rollman 114, 115 
McIntyre YX Sanders 7 
Mickler 129 Schwarz 127 
Moran 92 Scio Oil & 
Morsman 82 Gas 116, 117 
Moultrie Mills 127 Shearer 87 
Mutual Finance 114 Siegel 91 
Natco Corp. 121 Simonsen Indus- 
Naw 126 tries, Inc. 115 
Newbury Mfxz. 121 Solomon Estate 91 
Newman 83 Standard Oil 127 
Newmarket Mfx. 72 Storm 114 
New York & Straight Trust 91 
Cuba Mail Time Finance Co. 115 
Steamship Co. 126 U. S. Steel 98 
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Ohio Power Co. 116 Whitwell 7 
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REVENUE RULINGS: The first number is 
that of the ruling, the second is the page num- 
ber where a summary of the ruling will be 
found. 
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ORDER ON THIRTY-DAY APPROVAL 
THE TWENTY-FIRST EDITION OF: 


-EDERAL TAX 
HANDBOOK 


A USEFUL HANDBOOK FOR LAWYERS, ACCOUNTANTS AND BUSINESSMEN 


1957 EDITION — 1200 PAGES ~ — = 


' 


ALEXANDER’S FEDERAL TAX HANDBOOK is the only | ORDER ON APPROVAL 
complete one-volume reference text on all Federal taxes including 





income, estate, gift, social security, withholding, excise and miscel- Recognizing the difficulty of 


laneous taxes. evaluating a work of this na- 


? ; : . ture without seeing it, we re- 
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